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Foreword 


Studies m Lconomic Problems is a collection of restJrcli and discimion 
papers, prepirecl by tbe Research Wing of the Dejwrtment of Economics, 
University of Cilcutta, during the pern^ 19o9 1961 Eich of them hid 
the benefit of being rend and discussed nt the Semin ir of the members 
of the teaching nnd research staff oi the Dcpirtmcnt 
Altogether nineteen papers have been incorpornted m thi> v ohimL ‘yl 
them two papers are on specific problems of -igntiilturt deiling respetX 
lively, with problems of investment, and of taxation of tlie ngncultiira 
sector two papers are on concepts and problems of labour piodiictivity 
in the industrial sector as many as slx of lliem ux. on v inous problems 
connected with foreign trade and payanents vrz export promotion pirti 
cularly the export of tea tenns of (ride biiiterd pavmctits igreemcnts 
and the scarcity of foreign exchange resources four pipers ire specifi 
callv on the financial aspects— two on banking md one each on tivition 
and public enterpnscs respective!} the rest of the pipers sue one ire 
concerned with the broad and general problems of oFOvvih and stability 
of the economy m their lustoncal analytic and empirical or statistical 
settings onlv one concentrates on the staiisbcal and economic problems 
connected with the construction of cost of living index numbers 
In one of the papers on agriculiurd problems the writer has proyxised 
a general scheme wath some possible atlernalive vinints to suit parti 
cular cases for providing incentives to more nsk> and at the same time. 
to more productive types of agncuUural investment m India by reductn^ 
the risk or uncertainty element of it The first paper on hliour 
productivity strikes on a methodical note and suggests tlwt tlie most 
ippropnate concept of Jaboatr p-odiiclivity in the context of less deve 
Uped economies might sbll be the simple output labour ratio It then 
uses such a concept of productivity to revaevv all the relevant issues of 
labour productivity in an underdeveloped economy Tlie uithor trus 
to cstabhsh that in a capital scarce and skill defiaent economy the role of 
trade umons on the incentive wage system to raise productivaty miy be 
rrtfier resfrictecf ana’ he 6rmgs info sharp contrast the pfufosopfiv of the 
economy of high wage with the employment and vocial objectives of such 
an economy he places emphasis on such neglected isp°cts of tiic probltm 
as workers educabon an elaborate system of social security and the 
leed for psychological researches in labour maingtment reliboiis iiid 
reveals the fallacy of technolotpcal devdoprneiit not bdanerd bv sociil 
services The fifth paper was desired by its author to be a part of his 
bigger work on secular trends m prices wages and other economic 
phenomena in the Indian economy The constniction of long senes of 
cost of living was therefore considered necessary for the purpose of 
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deflating money wage indexes to find out the real wage index An inter 
esting feature of tlie article is the attention it hir devoted to the co5t of 
living indexes of the middle diss An attempt has been made in tins 
connection to find out who amongst (he working and (he middle cLtss 
people were worse affected by changes in the price level Tlie sixth 
paper is an attempt at giving an outline of financial (and commercul) 
aspects of public industrial enterprises m India It is found that of all 
the dternative sources of finance of the industries share participation by 
th^government is of major importance Loans largely from the govern 
ymt also play in important role in the financial struchire of the 
^ / Justnes llie eighth paper which was prepared before the question 
/ k insurance of bank deposits had been tackled on the governmental 
plane concludes that since most of the depositors m India are not 
themselves in a position to judge the soundness and integrity of bank 
the indirect benefits of de|K)sit insurance largely outweigh its costs — 
the costs which the large banks think too much relative to the benefits 
derived The paper appeanng next (ninth) should be of particular inter 
est since the expenditure lax has been revived recently by the present 
Finance Minister Tlie author attacks the alleged neutrality of expendi 
ture tax with respect to nsk taking only under certain circumstances—* 
not frequent— m'ly a smtehover to an expenditure tax from an income 
tax promote risky investment so far as financial investment is concerned 
there is no reason why an expenditure tax should not disenminate against 
risk taking The fifteenth paper observes that (he impact of changes in 
India s net barter terms of trade on her mtional income has been quite 
negligible on account of small proportion of real export to “ real 
national income that during the Plan era her net barter terms of trade 
and income terms of trade improved over pre Phn years in four and 
three cases respectively out of eight possible cases that devaluation did 
not lead to i deterioration m her foreign trade indicators except the gross 
barter terms of trade The last but one essay the eighteenth has 
shown how the technique of bilateral trade agreements has been employ 
ed as a useful instrument of commercial policy by Indian policy makers 
in recent years The pnnapa! features of India s payments agreements 
have been analysed m this connection and their significance has been 
clearly brought out The paper concludes by showing that payments 
agreements provide an excellent framework for financing the 'ong term 
Aind .nssslit/ JiSislw .y gfcittKi" Awitt Ahr iVilnc 

In editing these numerous and diverse papers I have received consider 
able help from my colleagues and research workers I must m thts 
connexion particularly mention the names of Prof Amlin Datta Sn Anm 
K Ghosh and Sn Amitivi Sen who devoted a great deal of their time 
and energv tc the task of classifying and arranging the p ipers in proper 
order 

February 28 196-4 
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Loss Lmitaiion for Agricultural Iniestment 


Ultimatel\ the rate o£ increase of agncultunl productnity "iH depend 
not on the avadabibtj of better seeds irritation facilities manures lud 
expert adnee relating to imprmeil technique of cultivation but upon tlie 
extent of tlie use made of them bj the agnenitunsts The latter bnngs 
in the problem of providing incentives to a^icnlliir'il investment In 
India ignculture provndcs Uie outlet for one of tlie safest and profitable 
investments that is possible wntli very httle technical knowledge and 
organisational capacity Besides investment in agnciilhire requires com 
parativeK small amount of financial resources and tint also need not be 
blocked for a long period of time \et investment m agnculture can 
sometimes assume the form of one of the most nsky mv estments Tlus 
can be shown by a hypothetical example 
Suppose on a piece of land an igncullunst invests Rs 100 in each year 
^\e further assume that from his Jong experience as a farmer he feels him 
self justified in expecting that out of five ve-irs m one year there wall be 
flood and m another year there will be drought so that his gross revenue 
in these two ycirs will be just ml In the oti cr tfiree vears he however 
expects to get an SO per cent return per annum on his inv cstment Ignor 
ing tlie problem of distviut he gits i net imount of Rs 40 le 
an 8 per cent return on average for five yeirs Now suppose by follow 
mg an improved method of cultivation (say the Japanese method) he 
can get 90 per cent return per annum on his mv estment but it costs him 
another Rs 100 Now if our investor is persistent enough over five 
years he comes out snccessfiillv once again vvath a net amount of Rs 140 
le a return of 14 per cent on average for Eve years But while the 
prospect of getting an additional 10 per cent may be an adequate reward 
to stimulate his switching over to the more costly process an additional 
6 per cent may be too small to fire his im igination to adopt an untried 
method of culbvation 

A much more important consideration Ues in the fict that he cannot 
predict beforehand in which years the periods of absolute loss wall occur 
Bv followang tlie traditional method of cultiv ition he requires at most 
an investible fund of Rs 300 m the bcgmning so that even if absolute 
disaster h ippens and the penotb of absolute loss follow each otlier m the 
Erst two V ears he is left wath another Rs 100 to inv est m the third y ear 
investments m subsequent years then can be financed out of the proceeds 
of the previous investment If die investor follows the more adventurous 
project siidi consecutive periods of losses may not onlv wipe out lus 
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investible surplus but by affecting his credit position cripple him al 
together, so that he may be forced to sell his plot of land ‘ Over a long 
period howeier, the periods of successful years will outnumber the 
penods of losses, but this may not bring any consolation to an investor 
who by following the more progressive method is depnved of his masse 
de manoeuvre What is more, he could have easily avoided such an un 
enviable position by follo^vmg the traditional mode of cultivation to 
which he was used I 

Now it IS always up to the interest of the society as a whole that the 
more productive method of cultivation is encouraged because that will 
increase the yield per acre and help relieve the inflationary pressure m 
the face of an accelerated pace of economic development by increasing 
the marketable surplus In what follows we therefore suggest a self 
financing scheme foi putting a floor to the possibility of loss, so thit the 
investor can gel at least a guaranteed rate of return if, and only if, he 
follows the improved method of cultivabon * The details of the scheme 
need to be worked out by experts on the subject and some suitable adjust 
ments may be necessary for a proper functioning of the scheme in 
different regions to take into account the peculianties of the tenure system 
the stage of economic development the availability of different grades 
of labour and other local characteristics of the regions in which the 
scheme is sought to be applied I shall however rest content with 
briefly outlining the mam features of such a scheme which m my opinion 
would not prove administratively difficult to work out 

(a) In the first place a number of energetic farmers, with adequate 
resources will be chosen throughout India It would be preferable if 
these farmers not only own but also be in artual possession of the lands 
m which they plan to expenment better methods of cultivation so that 
the introduction of improved techniques is possible without evicting 
actual tillers of the soil like share croppers or other tenants with no 
occiipancv nght 

(b) There should be a cadre of trained personnel who would suggest 
to the actual farmer what crop to be raised what types of seeds to be 
used and advise the fanner on all other matters relating to the method of 
cultivation The farmer will carry on bis instructions and at the end of 
cultivating operations will obtam a certificate that he has followed the 
technique of cultivation as suggested to him by the technician and also 
giving an estimate o5 tota\ costs vwrarted by bvm 

' In real life a farmer does not lose his entire investment m a period of flood or 
drought What is however absolutdy necessary for the above analysis u that the 
return from investment in those years does not cover the amount of investment 

* The essenhal idea of such a self financing scheme by taxing successful investors 
and miaranteemg a minimum rate of return for the losing ones belongs to G L 5 
Shackle lA Means of Promoline Investment E I June September 1941 pp 249 60) 
The sinuknty of our present scheme with his scheme however ends there as Shackle 
suggested his scheme only for long term investment in a mature cycle-sensitive 
economy 
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(c) At the time of harvesting the crop there should be a tepresenta 
ti\e of the government who would appropriate a stipulated share of tlie 
total produce if the >aeld of the land per acre is above a certain figure 
while if the yield per acre falls below the figure the government should 
reimburse the farmer the guaranteed rate of return on the total cost as 
certified bv the technician The share of the crop appropriated b> the 
government may either he stored m pursuance of a national food reserve 
policy or may be sold m the actual market In the former case the 
total value of the crop need to be imputed In order to be a self financ 
mg scheme the total revenue (obtained or imputed) from the government s 
share in the produce of successful farmers should meet the total cost 
incurred m reimbursing the losing farmers the guaranteed return on their 
certified cost 

As an alternative the govemm^nt maj charge a tas on the net revenue 
of the successful farmers ' If the farmer already has to paj agncultural 
income tar then the additional tat revenue resulting from increased 
income of the fanner as a result of the adoption of the superior method 
of cultivation as suggested bv the technician mav be added to the credit 
side of the suggested scheme If the rate of ta.t on the farmers income 
15 not adequate for meeting the cost of putting a floor to the ettent of 
other investors loss as envisaged under the scheme a further surtar mav 
be charged to the purpose 

The specific advantage assoaated vvalh the latter proposal is that when 
the pnees of agncultural products fluctuate the cost of the scheme as 
home by the successful farmers vviU be more sensitive, to their ability to 
pay But the crep-shanng arrangement as suggested before wall be 
more easily workable In most villages of India farmers are traditionall> 
used to crop shanng arrangomcnls vvalh share-croppers This would 
also give the farmer as well as the government the right to dispose of 
their shares m any way they like This would also minimise all sorts of 
controversy regarding the price at which the produce should be v alued * 
Lastly the risk of fluctuating agncultural pnee has to he borne bv all 
farmers whatever may be tfieir method of cultivation To tackle that 
problem different types of measures are required which are not our con 
cem at the moment Personally ‘peaking for reasons to me given later 
I do not think that the fluctuation of agncultural pnee would constitute 
a ventfos proWem ioi the actnal farmers m foreseeable future 

(tf) \s regards the actual labourers to be employed there may be 
three alternatives 


(») While the capital ts supplied by the actual owner of the land and 
technical knowledge by the techniaans the actual cultivating operabon 
may be left m the hands of share-croppers The advantage of such a 


Thi« Is a matter of administrative detail may however note ihit nnr 

proved scheme levies tires in tind while the guaranteed return is in cash 
There can be no controversy as regards cost as it is already certified 
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tnpartite arrangement JS tuo fold In tlie first place the share croppers 
income being sensitive to the crop-yidd they will be more interested than 
a casual or paid labour in woriung out tlie new process of cultivation a 
success Besides, both the sharecroppers and the landowners being 
the sharers of the total produce will take care that they are not 
depnved of their just claim on the total produce through unfair practices 
on the part nf one party This will automatically ensure that the 
government also gets its tnie sliarc unless both the landowners and 
share croppers act in unison — the possibility of winch seems to me a 
remote one 

As agaiast these advantages wc have to lake into account a number of 
senous disadvantages In the first place it would be necessary tliat not 
only the landowmers but also the share croppers should he willing to 
experiment with the rather unfamihar method of cultivation Most of 
the share croppers are so poor and their education level is so low that 
they have most conservative ideas about the method of cultivation In 
the second place, it is rather unrealistic to assume that a landowner will 
supply all necess iry capital when he lias no control over actual cultivating 
operations ("niomer D II The Af^rartcn Fro'tped m India p 12) 
Hit, igncultural expert will of course supervise the process of cultivation 
yet the landowners may not like the arrangement Lastly the insccunty 
of tenure of the share croppers may prevent them from exerting to that 
level which they arc expected to achieve m their own land 

(it) Tlie landowner himself may aillivate the piece of land with the 
members nf his own family 

(m) Mtematively the landowner may supervise the cultivating 
operations and employ paid agricultural hlxiur In the latter case tlr 
wage-cost can be more easily calculated Yet I do not think m the pre 
ceeding case tlic istiroation of wage cost would present an insuperable 
problem It set ms to me when the Undowners have a larger family 
the adoption of the previous mclliotl slioiild lie encouraged since m that 
case the labourers will lake active interest m the successful operation of 
the new method of cultivahon 

(e) \s a general nile cultivators dispersed over wide areas and 
cultivating difftreiit tvpcs of emps should l>e chosen to minimise the nsk 
of the scheme If hovvever the cliosen cultivators are concentrated in 
a small region and cultivate the same crop then the cost of administra 
tion of the scheme may be minimised but a common clisister may affect 
each of them alike Bevides one main lieneht of the scheme will be the 
instances of siccessfiil farms which stimulate otlicr cultivators to adopt 
more productive methods of cultivation At present the government has 
been following the policy of setting up demonstration farms tliroughout 
the niral areas In most cases these demonstration farms have not 
acl lev ed the desired level of success I think that the average yield 
per icre so far proihiced in a demonstrati in farm hy following a given 
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metliod of cultivation will substantially increase if the landowner himself 
snpervisis tlie ciiUiv itmn operations and the hhoiircrs take active 
interest in increismg the yield of lie land Moreover the other ciilti 
\ itnrs wall take more interest in x trclmiqiie of cultivation if by follow 
mq lint inctliod one of his ntighhounnq farmers by employini; the same 
grade of liboiirers tliat he can employ cin increase the jidd of his land 
substantnlly than m case a demonstration firm sponsored by the govern 
ment and emplovang <IifFercnt cat«gones of odioids sncccctb in pnKhicing 
even record output with dial method 

So the farmers who have turned out successful can more effectively 
fulfil tlie purpisc of so many dcmonstnlion firms intl for tint purpose 
the more widely scittercd they arc tin greiter will be the resulting 
benefit ^\e may ilso note that in course of various development pro 
grammes the government is already maintaining different categories of 
agnctiltural extension workers etc If tht services of them cm be pro 
perly ubiiscd the mamfcnance of the cidre of technicians as envisaged 
under the present scheme would not land the govtmment m additional 
expense 

It TOW remains to Ik showm tint for a successful operition of the 
scheme it need not he subxidsed from otlur sources Rtvirtmg to 
our origin il example vve have seen ih it over a Jong pen ad the aggregate 
gams will exceed die aggregate losses So even after a judicious selection 
of the farmers from <iiffercnt regions and producing different crops it so 
happens that the number of successful firmers is less than the number 
of foxing firmeri m me vcir ev«ulheii over i longi r pcnccl the aggro 
gite gams from the new mediod of cultivation will bo gnater than 
aggregate losses So if vve assume that there ate many ventures as assum 
ed in our hypothetical example from which aggregate gams will exceed 
sig„rcg:iie losses (ex post) bur ihr fear of possible failure restrains the 
farmer from entering into such ventures preservang a sort of monopolv 
revenue for ill who take such nsks and come Out successful then it 
would he possible to buy a large reduction m risks bv guaranteeing a 
given rite of return by iiilv a smill tax on die crop vield of the success 
fill farmers Moreover from a lower level of income the marginal 
disitility of further rtdiclion in income may quite considerablv outweigh 
the marginal utility of a further vddition to income from an already high 
level Besides one mam reason why the finn«r may be reluctant to 
venture upon mort proxluctive investment may be that if he makes loss 
J e wail lie broiighf down on the sociil bidder If th ginrinteed rate of 
return simply keeps him m the soaal claSb to which he belongs the effect 
of the tax wall be insignificant as a possible disincentive 
In fact the problem would be not to find out a rate of fax with a corres 
ponding guaranteed rates of return which WiU not only make the scheme 
self financing as well as find an adequate number of farmers willing to bo 
covered by the scheme hut to choose of the manv specific rates nf tax 
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and L-orresponding guarintecd lale of return which vvilJ serve the above 
two purposes which one shotild be chosen since it will always be 
possible to increase the floor by raising the rate o! tax The obvious 
choice would be that pair of rales whidi will maximise the aggregate 
investment m agriculture on the part of the covered farmers Among 
other things I also leave it to the administrators of the scheme to 
decide which sp'^cific pair will achieve that goal In my opinion m 
order to make the scheme a success the guaranteed rate of return should 
lie comparable with the expected return that can be obtained by a 
iarmer by his present method of cultivation 

It may be pointed out that whether the disincentive effect of the tax 
will be less than the incentive as provided by loss limitation is ultimately 
a question of fact and not of analysis Tlie preparedness of the people 
to insure against various contingencies may be cited here as an indirect 
proof that most people are wilbng to buy a large reduction in unforeseeable 
nsks at the cost of premiums paid m instalment Under the loss limita 
tion scheme the farmer buys a reduction in risks only at the cost of the 
possibility of paying a tax in future Besides hke an insurance scheme 
our scheme depends on the Jaiv of large numbers which states that while 
for a given individual the probability of a given contingency occunng 
cannot be ascertained for a large number of people actuarial calculation 
of the risk of a possible contingency is more or less calculable The 
success and profitability of different types of insurance organisations thus 
indicate m an indirect manner the possible success of a self financing loss 
limitation scheme 

Unlike an all nsk type of crop insurance scheme however the benefit 
of our present scheme is only extended to those who are willing to follow 
a prescribed method of cultivation In this latter respect our present 
scheme can be compared with the methods of supervised credit as 
practised in Latin American countries (Manual of Supervised Agftcul 
tural Credit m Laftn America FAO 1953) The idea of supervision is 
important for the farmers through omissions and commissions may create 
conditions svhich favour the destmctive forces of nature (Roy P K 
Principles and Practices of AcricuUural Insurance) But while the 
method of supervised credit rebes m general on prior acquisition by the 
government of a surplus generated in the economy or outright money 
creations the proposed sdieme u for disposal of surplus m productive 
investment 

The proposed scheme may be also compared with incentive land tax 
the mam feature of which is that a portion of income is exempted from 
tax payments if it is prodiicbvely invested The mam virtue of our 
present scheme in relation to the former is that it is more easily workable 

An objection may be raised against the proposed scheme that since 
successful farmers are taxed for subsidising the losing ones it discre 
minates against efficiency The objeiAion would be a serious one if the 
success or failure depends upon the exertion of the farmers the scope of 
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ivhidi IS limited there being a supervisor, uho can refuse to certify a 
farmer if he shows some neghgence on his part 
let as a sort of pre\enti\e measure suggest that too much loss 
hmit-ition should not be attempted In general the amount of guaranteed 
return should be determmed so that the farmer is not depn\ ed of his 
imeshble fund The tax in the guaranteed rale ma\ be laned over 
\ears so that in a penod of general failure both the tax rate may be 
lowered and the guaranteed rate may be increased and \nce ver^a The 
budget penod over which the stheme should finance itself may be extent] 
ed for more than one year 

Lastl> , It should be noted that the self financmg character is not sine 
i 7«<2 non of the aboi e scheme, so that while we have shown that the 
scheme can be legitimate!) expected to finance itself there is no speaal 
point in making it self financing and under certain conditions such i 
scheme can be introduced even at a loss if social consid‘’rations require it 
One basic assumption of the prevaous anal)^^ is the existence of a 
sizable surplus m the agncultural cector which does not find its way into 
productive mvestment Once again this w a question of fact and not of 
anal) SIS and once again w e mas ate such indirect evidence as the size 
of the rental income and interest pasonent that is exacted from the pro 
ducing households the subsistence consumption level of agTiculiural 
workers and the continued ircrease m the terms of trade of the agricul 
tural products from 1955^ as can be seen from the follomng table 

TntMS OF TIUCE OF ACWCVLTVXU. PFOOVCTS VVTTU TNPl ^trul sectoh 

(I9S2-55« 1001 

^ear 1955^6 1950^“ 105"-5S I95W9 ^pnl to November 1959 

Terms of trade SS3 93 3 99 4 105 3 105 7 


\s a result agriculture has turned Out to be a highl) profitable industry 
'o much so that the lure of easv profit has led to a large seal® impene 
tration of the traden and commercial class wathm its folds * 

Novvada)b economists have showoi increased awareness of the 
existence of this unutilised smplus and su^ested measures for mobilising 
It for accelerating (or initiating) the process of industnalisation But the 
process of mopping up this surplus would be too difficult m a democraev 
onented countr) like India The «mall savings drive etc would be of 
no avail as the rate of mtercst paid on such investments holds no com 
panson wath that obtaimng m Ae rural sector or wath the rate of return 
on safe investments in agriculture Taxation measures (such as agncul 
tural gams tax of China) will at the present moment only increase th" 
pnee of land which will then be reflected in the price of foodgrains 

*It IS generally thought that the pioBt modental to commercial revolution is so high 
mat it is onlv at a comparabvel) W« xtage of industnabsation that the surplus of 
t^e classes is attracted by the industnal sectors (Hoffmann, tV G_ The Groiclh 
oj Inautlnal Economics p 34) 
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Such a nbc m price will then increase the cost of all types of imestments 
dt d magiiiGcd amount cutting down the surplus of the industrial sector 
m a slow but ste idy process 

Can then the appropnators of this surplus be induced to invest on a 
large scale in industrial projects ? In the first place, even if they are 
willing the investments they plan may not be of the suitable type for 
accelerating the pace of industnalisation Secondly mdustnal invest 
ment falls outside the technical horizon (Dovvmc J , The Competitive 
rrocesy p 100) of these investors within which they may consider the 
possibility of entering In most cases they are stall slaves to the pre 
capitalist mentality that what is obtamed out of land should he spent in 
land At most they can only be wdhng to invest m tlic processing of 
agricultural products or trading m agricultural or allied commodities 

Agricultuial proiudion however cannot be permanently incrca'cd 
bey ond the c ipacity of the market to absorb it Tlit demand for m ist of 
the agricultural products being inelastic such over production will lead 
to i sharp fill in agncuUural pnccs But it is a common experience of 
industrialised countries that the first stage of industrialisation is c-harae- 
tensed by a heavy demand on food and raw malcmls Tins together 
with the increase m jwpiilation and scaraty of land almost guarantees 
that the price of agricultural products will nse almost continuously in the 
coming years In fad dunng 1955 56 to 1958-59 both agncultural pro 
cliiction and agricultural pnees have risen simultaneously so that they 
show a positive correlation of 050 Tlic above shows that one important 
way in which the-surplus •generated m agrujultural produdion can con 
tribute to the process vf indastnaUsation is <by ^increasing the agricultural 
productivity per acre of land^ ' * * j 

If the nse m the agncultural proi'udivity fcgn liold nsing agncultural 
pnees in check then it will not only blow/ up the surplus of the mdustnal 
sector but will also make it feasible Jo concentrate on credit financed or 
other types of public. mvestmen^f m social overheads or producers goods 
industnes the growing ’productivity of the agricultural sector wall also 
solve the marketing problem of the growing mdustnal sector — so that 
any nse in mdustnal produdivity will not be neiitrahsed by adverse terms 
of trade resulting in the growth of unutilised capaafy 

Can our suggested scheme help m increasing agncultural produdivity? 
To make a realistic appraisal of it we must first of all note that dunng 
recent years investments have been made on a large scale in social over 
bejd 5.wJ Jliese- tcffetier nii-h t.be ivw.v.taJ.'srd stonV 

of techiucal knowledge make it possible to increase agricultural produc 
tiMtv vvitliout requiring a great incxcase in capital investment Of course 
as a general rule Uie surplus generated in agnculture accrues to non 
cultivating landowners and the money lending class by virtue of their 
ovvnership of scare** fadors like land and finance and as they are not 
directly interested m cultivatmg operations they cannot be brought under 
the present scheme But there is no reason to believe that large cultivat 
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ing owners ha\e no surplus of their own Although conditions \mU differ in 
different regions of Indn the continued increase in the terms of tnde m 
fas-our of agncidture will mflite the imestible surplus that is alreadi m 
their possession But once b% in\estmg in onlj small doses these 
farmers succeed in achieiing higher productnit) and the initial bamer 
to technical change is osercome e\en these non culthating omicrs and 
the traders wall be more interested in undertaking imestment projects 
directly mlh the help of cullnating labourers or they ma> finance such 
inaestment undertaken by owner cultuntors The success of our scheme 
ho\%e\er wall essentiallj depend upon bow far the goaemment can con 
\ance these amestors that the rasing agnculturil prices will onl> be a pass 
ing phenomenon so that it as up to their interest to make haj while the 
sun still shines Otherwase if a continued increase m land pnce as fore 
seen a sizable portion of the imestible surplus will be drawaa into m\esl 
ments in land speculation thus further raising the demand for land 
and its pnce — ^which wall then be reflected m the prices of foodgrains 
In the long run giowang prodncti\it> of the agncultural sector will 
proaide an expanding market for the industrial sector which wall then be 
able to absorb a large portion of the surplus agncultural workers and bv 
exerting a downward pressure on the pnce of land as ill help oaercome the 
resistance against consolidation measures 
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A Case for Higher Land Tax in India 


AcnicuLTURE m India occupies a dominating position m the economy At 
present 70 per cent of ihe population depend on agriculture and about 
18 per cent of the national income is the contnbution of agriculture It 
IS presumed that a portion of agricultural surplus is remaining idle with 
agricultural people and with the help of agricultural taxes this surplus 
could be mobilised for economic development 
TTie very size of agriculture m India creates a strong presumption that 
there is scope for higher agricultural taxes in India It is also alleged 
that the agncultural sector is not contnbuting its due share to the deve- 
lopmental expenditure but it is enjoymg the increasing benefits of 
economic developments 

Higher agricultural income in India is due to relative nse m prices of 
agncultural commodities and realisation of higher income through 
increased pnee has been possible by a section of agncultural people 
through concentration of lands m few hands Index of agncultural pro 
duction (general) in recent years is also m favour of big landholders As 
regards the contnbution of agricultural sector to the tax revenue of India 
it has been pointed out that the overall relative tax burden of lower and 
middle income groups both in rural and urban sectors are not very 
significantly different In case of higher income groups in two sectors 
tax burden is significantly different Higher income in urban areas is 
highly taxed Attempts have been made to justify higher rale of land 
tax to take away a portion of higher agricultural income 
It has also been pointed out that income of small farmers (with less 
than five acres of land) has not experienced any marked rise in income m 
real terms though money value of their produce is fairly high There 
fore in the suggestion for higher land lax these small farmers have been 
recommended for sympathetic consideration 

Land tax at a progressive rate seems to be suitable to take away a 
porhon of large income in agnculture as in any tax consideration amount 
of income is important not the source of mcome 
/JV B The teims Land Bevenne and Land Tax have been iregueolly 
used in this paper meaning the same thing There is a wide controversy 
as to whether land revenue is a tax or not but the author of this paper 
does not go into that controversy and he prefers to call land revenue as 
tax Reasons are not discussed here ] 

Agnculture in India still occupies a dominating position in the economy 
from a number of poruts of view of whidi the size of population directly 
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and indirectly depending on agocolture for its living nnd ils contnbu 
tion to the national product of India is most important At present 
70 per cent of the population directly depend on agricultural and hve in 
rural areas According to the C S O s (Central Statistical Organisation 
Govt of India) preliminary calculation about 47 69 per cent of the 
national income in 1958 59 was contributed by the agnculture (Reserve 
Bank Bulletin May 1960 p 779) This 4769 per cent of national 
income is calculated at 1948-49 prices (Recent Preliminary estimate 
shows that m 1959 60 agriculture s share of national mcome has reduced 
to 46 per cent at 1948-49 pnee) 

In our all-out dn\e for economic development we are committed to a 
huge amount of capital investment in different fields of the economy and 
this throws greater and greater responsibility on the fiscal authonties of 
India making the fiscal system more complex In their stride for pro 
vading increasing resources for investment the fiscal authonbes in India 
cannot leave aside the agncultural seclor--'4he vast single sector m 
India In recent jears the study and analvsis of agncultural fiscal 
problems m India have been gaining tremendous importance and it is 
increasingly becoming urgent Our mixed economy with a relatively 
fast growing pubhc sector calb for increasing resources for conbnuous 
development and expansion of pubhc sector and this need for resources 
lijghLghls the need for generation and effective mobiLsahon of surplus 
in all comers of the economy including the agncultural sector 

Creation of surplus wathin the economy for self sustained growth of 
economy is a necessary condition but this is not a sufficient condition 
the quesbon of location and effective mopping up operation of surplus are 
equally important and complementary conditions Creation of surplus 
IS a funebon of higher producbvit> per acre and per labour m agnculture 
and Its proper distribution TTus problem will not be touched here in 
our present discussion we shall confine our attention m poinbng out the 
existence of surplus in a^cufture and to the possibilities of mopping up 
of exisbng surplus and that will arise m future in agriculture through 
agricultural taxabon 

By agncultural tax vve mean the lax which is imposed on agncultural 
land and the produce of agnculture Taxabon of agricultural land taxa 
bon of agncultural produce and taxabon of agncultural mcome — these 
are ffie important types of agneufturaf faxes ftiaf have been cfevefopetf 
in different parts of the world togeflier widi some quasi tax measures to 
take away a porbon of agricultural mcome In India land fax (land 
revenue) and agncultural mcome tax are the most important types of 
agncultural taxes and these taxes are directly paid by assessees Hence 
forth we shall talk about land lax m India only and the base of land tax 
in most parts of India is annual rental value with mmor vanations The 
reasons for taking land tax for our present study are various — land tax 
based on ownership or use is easier to administer where land nghts are 
recorded income media or commoditj taxabon do not seem at present 
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fiscally attractive iq Indian agriculture land tax is a mass tax and there 
IS relative certamty of yield and dus certainty of yield is extremely 
important in recent years land tars importance in the State budgets— 
these are the reasons for undertaking land tax for immediate considera 
tion and we think effective utilisation of land tax may bring a portion of 
surplus agricultural income for investment in desirable Imes 

Increasing supply of resources are extremely important for investment 
in different lines and in this paper we are making an attempt to explore 
the possibility of drawing more resources from agriculture through land 
taxation — a tax which has remained relatively fixed for decades when 
agricultural income has undergone a marked change The size of the 
agricultural sector in India its contribution to the national income of India 
and its humble contribution to tax revenue of India m spite of increased 
agricultural income — all these factors give nse to a strong presumption 
that there is scope for higher land tax m India — the mam tax paid by 
agricultural class — and imposition of higher land tax will enable the 
government to take away a portion of increased agricultural income 
which IS lying idle or is not being properly utilised for the economy It 
IS also alleged that the agncultural sector is not contnbuting its due 
share to the development expenditure but it is enjoying many benefits 
that are becoming increasingly available due to huge expenditure in 
different sectors of the economy including the agricultural sector It can 
be pointed out that considering its sire and its share in the national 
income of Indn the agricultural sector should contribute more to deve 
lopmental expenditure than what it is now doing Let us study the 
possibility 

Before going to study the possibility of higher land tax let us first study 
the present contnbubon made by the agncultural sector towards tax 
revenue of India through agncultural taxes The agncultural sector in 
India contributes to the tax revenue of India through taxation and the 
amount of contnbution ihrou^ agncultural taxes is a function of agncul 
tural tax structure in India and tax paving capacity of agncultural people 
Tax paying capacity of any sector of economy will depend on its relative 
share to national income contnbution the pattern of income distnbution 
m that sector and the place of that sector in the overall economy Share 
of agnculture in national income is a partial indicator of taxable capacity 
of agncultural sector in India 

In India agnculture contnbuted about 48 per cent of the total national 
income (at 1948-19 pnee) in 1958^9 The agncultural sector pays two 
important taxes in India — Imd tax and agncultural income tax Agncul 
tural income tax is paid by very big fanners landlords and companies 
producing agricultural commodities (plantation) In recent years due to the 
abohtion of zamindary system agncultural income tax is mainly paid by 
plant ihon companies L^nd tax is the mam lax that is paid by all types 
of agncultunsts owning land and this forms the main agncultural tax in 
India But still in India land lax consbtutes a relahvely small proper 
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tion of totAl tax rexenue of Indn In the >ear I960 61 (Budget) hnd tat 
collection constituted only S 2 per cent of llie tat revenue of India (the 
percentage is calcuhtcd by the atiihor from bitdga ^g«n?s) In 1951-52 
the share of land tax to total lax revenue of Indn ms 6 8 per cent (TEC 
Report, f9o4, Vol III, p 216) 

Land tax is almost universal m India from time immcmonal and it is 
difficult to point out when and m what form the collection of land tat 
wtis started Tlie present system has been the result of a long process of 
change and development overtime Land revenue was the most important 
source of revenue m the 18(h century but its importance gradually started 
to decline from the middle of the 2Sf?i century T?»s decimmg impor 
tance of land revenue in the fisnl s>stem of India wall be clear from the 
follovvang table 


Table 1 


UAM) nevENCE AS 

PEFCEVtACG OP 

TOTAL TAX REAENLT OF 

LVDIA 

Year 

Percentage 

}ear 

Percentage 

1793-94 

690 

1938 ->9 

161 

lSOS-09 

61 1 

195152 

68 

1818-19 

731 

195354 

86 

1839-40 

706 

193657 

10 6 

18S(h51 

66S 

I95S59 

844 

1871 72 

428 

l<59-60 (IXeviAed) 

SSI 

1881 82 

355 

1960-61 (Budget) 

82 

1891 92 

365 



1901 02 

339 



1911 12 

313 




From 1850-51 to 1951-52 land revenue as a percentage of total revenue 
declined steadil) (Figures up to 1951-52 ire taVen from TEC 
(Taxation Enquiry Commission 1954} Vol III p 216) (Figures from 
1953 61 are calculated by the author — Sources Budget matenah) A nse 
dunng the penod 1953 61 is due possibly to integration of former pnncelv 
states vvath India land reforms and abolition of intcnnethanes and 
establishment of direct contact between the cultivators and the govern 
ment as the pattern of land reform in India is m line vvath rjotwan 
sj’stem — extension of cultivation seems also responsible for higher yield 
from land revenue Though absolute collection of land revenue has 
increased the rate of increase m land rev«me has not been able to keep 
pace vvath the rapid growth of receipt from oti er fast dev eloping 
sources of revenue This failure to keep pace is explained by inelastic 
nature of land tax m permanently settled areas and postponement of 
settlement long over due in ryotwan arexs With the abolition of zamin 
dary system and other intermediate interest the nature of land tax m India 
has not undergone any marked diange 
Postponement of settlement has not only held land rev enue from increas 
mg contribution it has brou^t discnmmation among different areas in 
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respect of tax payment by the fanners In permanently settled areas and 
in some States, agricultural income tax was imposed at different times to 
increase revenue from agriculture But m the States where there «as no 
such agricultural income tax, big farmers and landlords continued to 
enjoy higher income without any corresponding higher contribution to 
the State exchequers With the growth of industries, trade and com- 
merce, other newer sources of taxation are becoming more productive for 
revenue earning puriwse and the government's comparative neglect of 
land revenue on political and economic grounds is responsible for lower 
percentage of land tax contnbution 
Absolute amount of land revenue collection has been rising for reasons 
other than nse m rale of tax and the burden of fixed rate has been 
reduced considerably in post-war{II) years for different reasons of which 
rise in price of agricultural commodities is most important Post-war 
price level recorded well above four times increase over pre-war price 
Growth of industries and increasing populahon have brought greater 
diversification m agriculture with higher demand for food and cash crops 
All these, as natural consequences, have been followed by higher price 
for agricultural goods, leading agncultiiral income increased by several 
times in recent vears *11115 rise in agneultural income, followed b> 
relatively ngid rate of land lax (the matn tnx paid by landowners), has 
reduced the burden of land tax Fixed tax rates with rising money 
incomes due to increased money value of crops, really indicate that the 
ratio of land tax to agricultural income of cultivators has gone down 
gradually with rising pnee 'The lower this ratio (land tax agricultural 
income), the lower will be the burden of land tax Higher price for 
agricultural commodities has increased agneultural income in general and 
especially the income of big farmers who own large area of land Larger 
amount of land is concentrated In the bands of the smaller number of 
people and this concentration of land together with higher pnee for 
agricultural commodities has given nse to an income disparity among 
agricultural people TItough a ceiling has been imposed on landhold 
mgs in many States, the extent of ceiling is fairly high and not uniform 
m all States and larger landowners have been allowed to retain a good 
portion of land at tlieir dioicc Figures relating to the actual implemen 
tition of the land refomi measures arc not available at present In such 
circumstances we use the figures published in the N S S (National 
Simple Survey) Report No 10 Tliough the results which we shall find 
in the following analysts based on the N S S figures will not be exactly 
applicable in very recent years yet we shall possibly be able to get a 
good idea about the position of landholdings and extent of possible 
income dispanty in rural agneultural people Imposition of ceilings on 
landholdings has partially changed the position of big farmers, but the 
position of small and medium farmers is remaining the same Income 
differences in rural areas are mainly based on the quantum of land held 
by each individual agnculfural people 
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As regards concentration of hnd as we hi\e pointed m tlie previous 
section the follownng table wll tell that higher percentage of hnd is 
occupied b> smaller percentage of landow'ncrs Avenge size of holdings 
m India IS 4 72 acres per household This size comes to 6 05 acres if we 
exclude the households holding no land or holding less than 0 003 acre 
Tiie extent of concentration of land would be clear from the following 
table where figures are taken from the N S S Report fS/h round — First 
Jlcport on Land holdings — Rural sector Report No 10) 


Tahix 2 

TEHCENTACE OF llOCSniOlHS OW’^C LA\D BELOW SPCCIFIED SrZE OF OWNTftSinP 
)IOIJ3tNCS ANT) CVMLLaTIVE PEBCENftVCE OP TOTAL ACBRS OWnCO BY TIIE-M 


Specified st~e of Itouse 

All Indus Cumulaftt^ 

Ciiftiij/antc percentage 

heJd otcnershlp 

perrentoge of Iloutc 

of Total Acres 

holdings 

folds 


(Acres) 

(Percentacc) 

(rercentage) 

100 

4680 

138 

500 

74 42 

16 17 

1000 

8" JO 

35 09 

2000 

0307 

5S99 

50 00 

0914 

84 40 


74 per cent of households owai less linn five acres of land and they 
occupy only 16 per cent of total area, 87 per cent owti less than ten acres 
and the> occupy 30 per cent of Uie total area Hie remaining 13 per cent 
of the households owm 64 per cent of the total area Low er percentage of 
households own larger percentage of holdings Tins class wath larger 
Jandlinldings enjoys mavimiim benefits of price rise and other benefits Ihit 
are coming to agriculture Larger land brings increased income when 
the tax contnbul on remains the same Higher land tix with progression 
seems possible in tins class with larger holdings 
Tlie picture of operational distribution of hnd ts also m favour of big 
fanners 78 11 per cent of the households owaiing holdings less than 
five acres each arc not leasing out lands 71 !2 per cent of the households 
owning less than 15 acres are not leasing out lands 63 37 per cent and 
56 06 per cent of the households ovvning less than 50 acres and al>oa e 
50 acres respectively by each household are not leasing out land This 
comes to say that 69 23 per cent of the total lands are owned and self 
operated 12 4S per cent of total houseliolds partly leasing out lands and 
their leased out lands consUtutc 28 93 per cent of total land 2 07 per cent 
of total households fullv leasing out land and their lands constitute 1 84 
per cent of totalhnd (Source NSS Rejmrt No W) 

The picture given above indicates belter economic conditions of tlio 
big farmers These big farmers own large areas of hnd and obtain 
surplus production for sale m the market at increased prices Tlie income 
of this class has gone high in recent jears but their contribution to tax 
revenue has not increased followang larger income Index of agncuUiiral 
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I>roduction dunng the two plan periods wiU also indicate better position 
of agriculture from the production point of view 

Tabu 3 

(l&t9 50=100) 
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The above table shows that percentage contribution of indirect tax in 
rural areas is almost the same from an income of Rs 600 — Rs 3 600 
This possibly indicates how meffectue the indirect taxes are in rais 
mg higher revenue from ninl areas Element of progression m tax pay 
ment is not ver> significant m rural higher income groups All rural 
people are not agncultural people but all agricultural people are mostly 
rural people Percentage of agricultural people in rural India is very high 
and agncultural income represents more than 90 per cent of rural income 
and rest of the income is influenced by agnailtural income Therefore 
we think, vve have a good reason to accept the figures relatmg to the rural 
sector (m Table No 4) as indicative of tax burden of agricultural sector 
The table also mdicates relatively rigid consumption pattern in rural areas 
and hints at the limited scope of indirect consumption tax in rural areas 
It IS argued that the relatively rimd crfnsumption pvtlem of rural people 
(as shown by the Report) is likely to have changed m recent years 
following increased mcome generated bv plan expenditure and changing 
habits of rural people The Report was published in 1954 and its find 
xngs regarding the rural consumpbon pattern may not hold good today 
There is some truth in this argument but we think that the change ts not 
likely to be radical in nature War and immediate post war jears were 
marked for sudden rises in agncultural income but this increased income 
did not bring any very substanba! difference between indirect lax contn 
bubon of different income groups in rural area 
The burden of indirect tax is partly a function of tax stnicture of the 
country If w e go through the budgets of the Centre and States v\ e shall 
not find my remarkable change in the structure of indirect taxes The 
important changes that have been brought in tax stnicture in recent vears 
are mostly confined to the field of direct taxes Tlie changes that hi^ve 
been introduced in indirect taxes have not affected the rural people so 
significantly as the> have affected the urban and citv people Even toda> 
there are marked differences between rural and urban expenditure habits 
but there are little differences between expenditure groups in rural area 
in respect of expenditure pattern This is especially true in the case of 
lower and middle income groups Indued tax burden of vet) high 
income is hkely to have changed in recent years 
Agncultural mcome recorded a nse from Rs 4 890 crores m 1950-51 to 
Rs 6 190 crores in 1958-59 — that is a nse by 26 58 per cent (Agncul 
tural mcome at current pnce) But this nse m income has not been 
followed by any appreciable nse in mam taxes paid by agncultural 
people Contribution of agncultural sector through land lax and agn 
cultural income tax — the two main direct taxes paid by the agncultural 
sector — may be seen from the follovvang table 


3 
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Table 5 

LAND BEVCNUE (centre AND STATES) + AGRICULTURAL INCOME TAX AS PERCENTAGE 
OF TOTAL AGBICULTURAL EVCOME (aT CUBFCNT PPICe) 


tear 

Per cent 

Year 

Per cent 

1951 52 

1 09 (l^) 

1955 56 

1 92 (1 77) 

1952 53 

1 28 0.M) 

1956-57 

179 (188) 

1953-54 

1 41 (15) 

1957 58 

I 81 (1 91) 

1954 55 

181 (155) 

1958 59 

1959 60 (Prehm nary) 

1 63 (1 81) 
171 (196) 


Figures in the braclcets are calculated taking agncultural income at 1948 49 prices 
(This table is prepared on the basis Budget hgures regarding Land Revenue and 
Agncultuial Income tax and Total Agricultural income from Estimates of National 
Income — C SO) 

Tills table cannot express tbe full tax burden of agnciiltural people as 
parts of other indirect taxes are also borne by the agncultural people 
As regards sales tax and some other consumption taxes we have noticed 
that due to a relatively ngid consumption pattern agncultural people 
contribute smaller share of such taxes Even if correct information 
regarding full tax burden of (he agncultural sector is avmlable from our 
previous analysis possibly we may assume that the total tax burden of 
agncultural sector would foim a very insignificant portion of the total 
agncultural income 

According to a TEC {f054) finding 70 per cent of the rural house 
holds spend less than Rs 1 2CI0 per annum 25 per cent of the rural house 
holds spend Rs 1 200 3 000 per annum Only 5 per cent of the rural 
liouseholds spend Rs 3 000 and above annually Tbe last two spending 
groups are lightly taxed and there is scope for higher tax Now we 
examine the scope 

So far we have tned to analyse the lower tax burden of the igncultural 
sector relative to higher agncultural income in post war years but any 
study of agncultural lax burden on agricultural people for our purpose 
will have little significance except in relation to the tax burden direct 
and indirect of other sectors specially of the urban sector where the 
burden of indirect taxes is much higher than indirect tax burden of the 
agncultunl sector (Table No 4) 

It has already been noted that the rate of land tax has not been 
changed with nsing income therefore it is obvious that any rise in lax 
cxintribufion of the agricultural sector could haie been possible only 
through higher indirect taxes on agncultural people But we have observed 
that total indirect tax burden of agncultural people of different spending 
capacity is not subslintially different TEC points out that the burden 
of incidence of indirect lax is almost similar between the lowest and 
highest income range m the agncultural sector This indicates that nse in 
mcotne in •the agncultural sector does not represent proportionate larger 
demand on non agncultural commodities m case of Indian agncultural 
families and their relative unwiUmgness to increase expenditure xvith 
nsmg income 
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In case of the urban sector the burdwi of mdirect tax is hi^ Urban 
madence of sales tax is higher than niial inadence of sales lax This is 
because rural consumption is less responsive to higher income and pur 
diases in rural area escape taxahon partially either because supplies are 
from scattered local sources or the goods are legally or \artually exempt 
from sales tax (TEC 19oi \oI I p 69) This analj-sis partiall> holds 
good in cases of other indirect txxes If the burden of indirect tax is 
letter and consumption is not proportionatel) responsne to changes in 
mcome (higher mcome) tte can possibly assume that the higher mcome 
group enjojs surplus income and there is scope for higher taxation to 
take auaj a portion of suiplos ir^me 
We ha\e noticed that the burden of indirect tax m urban areas is 
higher (Table 4) But if tt e add the burden of land tax and income tax 
to the burden of indirect taxes of rural and urban sector we possibly get 
somewhat different and mlerestmg result regarding o% erall tax burden of 
rural sectors Inclusion of land tax would increase tax mcidence m the 
rural sector m e\er\ expenditure group whereas mclusion of income tax 
to the tax burden of urban sector wall onI> increase the burden of expen 
diture group wath annual income of Rs 3600 and above Land tax 
together wath mdirect taxes wall mcreasc the burden of lower and middle 
mcome groups m rural area Income tax the burden of which is very 
high together with indirect t'xes would increase the burden of higher 
mcome group m urban area as mcome tax is imposed onl> on high mcome 
Includmg land tax in rural area the ovenll tax burden of lower and 
middle mcome groups both rural and urban does not seem very signi 
ficantly different But the overall tax burden of higher income group m 
urban areas is much higher than rural higher income groups It ts only the 
very big farmers and landlords who pa> ucncidtural mcome tax the rate 
of which is not so steep os it is m the case of general income tax \gn 
cultural income tax rate is not very high moreover hieher income group 
in rural area avoid income tax due to the absence* of proper accounting 
vysfem m agriculture The rural higher mcome group are the owners of 
larger lands and they are possiblj hgh'l} taxed Land tax paid by them 
IS not progressive and the rate of tax is also fixed 
It IS estunated in recent years that 40 per cent of increased mcome m 
urban areas has been faxed away indirectly but it is only near about 

14 per cent m rural area (Economic Weekly Annual number 19o9 article 
of K N Raj) Stnctly speaking the agncultural share of this percentage 

15 lower as the share of non agncultural rural people is likely to be higher 
than agncultural rural people Durmg the penod 1930-59 agncultural 
mcome recorded a nse bv about 27 per cent but it his not been possible 
to tax iwiy an appropnate share of this increased mcome According to 
the Summary Report of the Rural Credit Follow up Survey (1936-57) 
dunng the penod 1955-57 agncultural people saved to the extent of 
Rs 193 crores — that is 3 9 per cent of the mcreased income (Reserve 
Bank of India Bulletin March 196(Q 
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In our analysis of income, expenditure and the relative position of the 
agricultural sector in Indian economy nnd their tax burden compared to 
the urban sector m view of the recent increased agricultural income, we 
have tried to point out the possibilities of higher rates of agricultural 
taxation in India and to this, as it is very natural one might question why 
we are emphasising increased igncultural taxes when nearly 75 per cent 
of the agncullural households own less than 5 acres of land each and 
70 per cent of rural households spend less than Rs 1 200 annually both 
the figures are good indicative of the poor condition of agncultural people 
To this perhaps the ready answer is that the poverty of the majonty of 
any sector cannot justify the nchness of the rmnonty which goes unnoticed 
as tins minority group in agricultural sector are enjoying higher income 
but they are going lightly taxed compared to people m comparable eco 
nomic position in other sectors In the absence of suitable alternatives we 
think higher rate of land tax may be imposed on big landholders without 
delay We have also noticed that indirect tax contribution of this agncul 
tural people is not adequate compared to their income due to relatively 
less flexible consumption pattern followed by even richer agncultural 
people in India Higher tax contribution bv ncher section of agricultural 
people IS economically desirable 

Higher and progressive rate of land tax seems justifiable on a number 
of grounds of which the increasing revenue need of the government is 
important and it is desirable that a large part of this revenue comes from 
taxation Considenng the needs and practical possibilities wo think the 
hnd tax rate should be made higher and progressive A substantial por 
tion of national income of India is contnbuted by the agricultural sector and 
increased pnee level of agricultural commodities has increased the income 
of the agncultural sector considerably and specially the income of larger 
agnaihunsts who are the owners of larger lands Tax revenue in India 
now totals about 8 5 per cent of national income and the proportion of tax 
revenue to nitiinal income, according to the Third Phn proposal should 
go up to 11 per cent This is a minimum target and if this target of tax 
revenue is to be achieved higher contribution through land tax seems 
quite justifiable and m Ime with the national policy Higher and progres 
sive rates of land tax is likely to reduce the present level of wide income 
dispanty among the diflerent groups of agncultunsts Relative ineffective 
ness of indirect taxes in rural are is also justifies the need for higher land 
tax 

Justification for higher and progressive land tax seems to have a deeper 
root Present hne of taxing power of the Centre and States m India is llu 
outcome of Montagu Chelmsford Reforms Now taxing powers are seW^ 
rated by the constitution and the States have been practically forced to hm 
mainly by taxing land and agncultural wealth keeping industnal vvealjr 
beyond the taxing power of States As a result of industnal developmeijl 
increasing wealth of country is not coming in the hands of States Ji 
n igger States of India the size of revenue from land forest and irrigation j 
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quite large and there is potentiality for expansion m future. But in States 
where there is hmited scope for expansion, higher land tax seems suitable 
to meet increasing needs of the Slate exchequers Financial responsibilities 
of States are increasing duo to rapidly increasing developmental activities 
In such circumstances States can augment their resources by increasing 
the rate of land tax when other expanding sources are not in their hands 
Demand for higher tax contnhubon from the ngncultural sector is not 
quite new. In many countries of the world, developmental expenditures 
at the initial period w ere met mainly from increased contribution of agri- 
culture. Extensa e use of land tax in Japan and the U S A proved very 
productive during their sfride for changing the economic base from an 
agricultural one to an mdustnal one (Economic Development and Cul 
tural Change^ Vol VIII, No 3 Apnl, 1960, article of Richard Lmdliolm) 
Savang of the rural people and income in the form of rent, interest and 
profit were largely mobilised through land tax foi economic development 
In Jap in mdustnal development was financed by “stiff taxation, specially 
of the agricultural population' (Economic Development of Japan, 
Lochwood) This “stiffness* will be shown m the following table 

Table 6 

Eicitr FiscAt PewoD, DeexMBra, 1867 — 1575 

TOTAI. OPOtVAnY lt£>e>»E 282 9 MIUJOV YEN 

Lard Tax 
Custom 
Other Taxes 

Bevenue from Govt Enterpnses 
Receipts of Loans 
Revenue from Covt Property 
.NJiseeliineous Revenue 

Total 282 9 million Yen 

Foubce "Capital Accumulation m Early Meiii Era Cholaro Takiha«hi, Asian 
Affairs, Vol I, No 2, June 1956 

The above table shows that during the period concerned land tax alono 
contributed 232 7 million yen of 282 9 millimi yen total ordinary rev enue, 
this comes to say land tax contnbuted 82 3 per cent, of total revenue 
Even in 1903 farmers contnbuted 28 per cent of their income to tax 
revenue while merchants and industrialists contributed 14 per cent of their 
income and this continued up to Second World War with little modification 
Thus in Japan agnciilhire was discnininated against, m matters of taxa- 
l tion, in favour of the industrial vector A comparison of the magnitude 
inif land tax with an estimate of total investment will show that capital 
tonvestment vvas perhaps about the order of 150 million yen as compared to 
tl36 million yen revenue from land tlx in 1906 07 Land tax amounted to 
di57 per cent of the total investment (Source "Agnailtural Productivity 
Rand Economic Development in Japan”. Bruce F Johnston, Journal of 
BfoltUcat Economy, Vol UX, Feb -Dec , 1951) 
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Russia and China take a good part of agricultural income by way of 
compulsory requisition of gram and by other methods Increased land 
tax would be nothing new and unreasonable in India 

In our analysis we have tned to indicate the possibility of higher and 
progressive rate of land tax without delay but any suggestion for higher 
tax rate requires careful consideration about the size and productivity of 
Iind considered for higher land tax rale Land tax should be related to 
the size of holdings productivity of land and variations m gram prices 
Impact of higher rate of lax on the productivity and on the small farmers 
should receive special attention To our mind fanners with less than 
five acres of cultivable land should be regarded as small farmers though 
this should not be a rigid figure 

We think higher ind progressive rate of land tax is practicable in India 
because we know agricultural income has increased by several times in 
recent years and a large part of the mcome is enjoyed by big farmers 
Agricultural income per household can nse through higher yield per acre 
higher productivity per labour and through higher pnees of agncultural 
commodities Labour productivity in agncultural and per acre yield 
have not recorded any significant rise m India m recent years thoUj,h 
total production has been increased Rise in total production is largely 
due to extension of cultivation and favourable weather condition together 
with large investments in two plans The rise in agncultural income in 
recent years is mainly due to nse in pnees of agncultural commodities 
Populanty of commercial ccops is also responsible for higher agncultural 
income in recent years 

This rising agncultural income has been followed by fixed land tax — 
the burden of which has been reduced due to increased pnee of 
agncultural commodities Land tax at present is hardly burdensome to 
those who pay it But m such generalisation we must remember that 
benefits of rising pnee level could be enjoyed only through sale of grains 
at higher pnees Selling of grams is possible when farmers are pro 
duang something more than their requirements for family consumption 
It is only the farmers who are producing marketable surplus who are 
enjoying the fruits of higher pnee and their incomes have increased 
considerably 

We have noheed three fourths of rural families own less than five acres 
of land each and production per acre and per labour has not appreciably 
changed excepting in places where bnd received special attention 
Tnere'tore we can possidiy say wjfn a note dr catition fnat <5nange in 
mcome of the farmers in terms of gram (quantity) production is not very 
significant but income m terms of money value of grams has been increas 
ed by several times What has it brought to the lot of small farmers^ 

To quote the Report of the Bengal Land Revenue Commmion (Vol I 
Majonty Report 1938) Taking into account the vanous estimates 
which have been made a Runilys consumpbon of nee we believe that 
SO maunds of nee or 45 maunds of paddy is suffiaent to provide two 
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meali i dav for the a^erace famd> though many families ma) not be able 
to afford en 24 inaunds of nee 

Dunng the penod 19o0-59 T\erage yield of nee and wheat — t\^o mam 
foodgrains in India were about 10 matinds and 9 maunds (cleaned nee 
and wheat) respecti\el\ ^ 

In the light of the Endmgs of the Land Re\enue Commission we find 
that full production of three acres of land is die essential minimum to pro 
nde a famil) s needs tivo meals a da) Tliere are other reqmrements of 
a fanning familj — capital expenditure and recurring cost of culti\'ation 
ceriim minimum amount of industrial goods To meet all these a farmer 
requires some additional income Bes des that i farming family requires 
adilional land for housing caltle-leepmg gram clcanng etc \s there 
is no exemption hmit of land revenue and general cost of living is lugher 
a farmer should hav e more than three acres of land to ensure a just hnng 
To m> mind five acres of land should be taken as the minimum need for 
an average family for a reasonable livang 
Income lias not been appreciable through lugher per acreage )jeld 
tlierefore income of tlie families holding less than fiv e acres of land has not 
changed significantly m terms of gram production or m terms of basic 
requirements per family tliough mone) value of their produce is fairl) 
high \s we have pointed out that high income due to pnee nse is 
treanin^ful if the farmers can sell their produce in tlie maiVet The farm 
mg families with less than five acres of land (mcluding all) have not been 
able to increase theu" income m reality because tlie> are not the sellers of 
larger amount of grams m the present market It is the big farmers with 
Jirger holdings who ire sellers of surplus grains in the market and Uiej 
realise higher income The larger Uie size of cultiv ation the larger will 
be the income tnrou«'h diversificahon of production and sale of large sur 
plus at mcreased price The burden of fixed land tax has practicaUv be- 
come no burden to these big fanners who are Uie sellers of surplus crops 
In the case of agriculturists with less than five acres of land but produc 
mg commercial crops their income might be higher than those w ho are 
producing nee on similar plots but the percentage of this group is not 
high Moreover commeraabsation of agnculture bejond a certam 
l“vel is subject to qualitative and some technical limitations If their 
income is higher (at least bv oO per cent) th'»n the mcome from cereal 
production a nse m the rate of land tax may well be considered to take 
a vay a portion of lugher mcome 

From the above arguments vve can possblv conclude that m spite of 
n'e m the jmee of goods and agnailtural income as a whole the real 
mcome and lax pavang capacity of small farmers have not increased 
matenall) A small nse in mcome if at all increased has been more 
than neutrahsed h> higher cost of cultivation and nsing cost of living 

SoCTQ: Area Product on and Accraae "itefd Per Acre of Trine pal Crops tn 
iWw— Issu«l bv Fcancmuc and StaOshcal Adviser to the Govt of Ind a XffiuWry 
01 Food and Agriculture 
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and t]!® burden of J tnd tiT is not liglit if not burdensome Therefore 
any nse in the nte of Imd tax would affect adversely the small farmers 
with less than five acres of land This is stnUngly true m nee wd wheat 
growing areas and the condition is peihips worse in the case of farmers 
producing other infcnor types of cereals 

A distinction in respect of taxation between land producing cereals 
ind lind producing other cadi crops seems justifiable in view of the fact 
tint rise m price level of cash crops is much higher than nse in (he pnee 
of foodgraim In the case of farmers using larger plots for the cultiva 
tion of commercial crops a higher tax rate or x surcharge over the basic 
hnd txx mxv well be considered But the rate shoitltl not be so high 
tint it would sxp the incentive for commerciahsation of agnculture 
Higher rates of ta\ must tnbe into consideration the possibilities of shift 
in ciiltivxtion nt the margin Commercial crops not only provide raw 
materials for our growing industries but also constitute a vital part of our 
much desired export trade 

To strike a balance between immediate increased revenue requitement 
and the existing income disparity m the agricultural sector there is scope 
for higher land tax for consideration 

In view of our above discussion we think that a higher and progressive 
rate of hnd tix may be imposed in India The progressive rate should 
be based on the quantum of land held by indmdinl landowners The 
amount of land txx per acre vvill vary from owner to ovvnei according to 
the s«e of his holding In this new sdieme we think there should be 
no jncrea»e m the rate of land fax (land revenue) jiaid by small owners 
vvTth less tlnn five acres of land In the case of landowners who possess 
more than five acres of land increased land tax at progressive rates should 
be imposed The sue of holdings as the basis for progressive rate seems 
more suitable than income basis Land tax should be changed into a perso 
nxl and progressive tax based on the quantum of lands held by persons 
Correct assessment of income in the ngncultural sector is very difficult as 
there is no iiroper accounting system in Indian agnculture excepting in 
very few organised farms Large scale avoidance of tax is likely if we 
depend on income basis foi lax A suirharge in addition to the new tax 
(land tax) nte may be imposed on big land holders — those who own 
more than 20 acres of cultivable land and are used for agncultural pro 
duction Surcharge seems attractive from an administrative point of 
view as iC does not require a new agency for collection or new expendi 
lure lor computation of income 

There are two possible dilT cullies m the way of implementing the new 
lind tax rate as suggested in the previous paragraph ITie Erst is that die 
increased rate might give some psydiological shock to tfie landowners 
and th s in its turn may give nse to some adverse polihcal situation in 
the rural "’rea of our country The present government possibly wiU not 
be prepared to swallow any political diange in rural areas which may 
ultimately take the present government to its grove But for the greater 
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interest of the countr>, the go\enmient must be prepared to tahe a bold 
step m fa\our of higher agricultural laL rate. The government should 
also realise the simple truth that one cannot satisfy someone by granting 
conbnuous concession at the cost of greater ulhmate end. 

Tile second defect is really important and economic in nature Suggest- 
ed increased and progressive rate of land tax might encourage subdivision 
of land to evade higher rate and surcharges We thinh the problem will 
not be of verj senoiis magnitude as the policy of dividing big holdings into 
small has already been followed at a greater scale when land reform bills 
were in the offing m Stale legislatures If this problem seems to baffle the 
purpose of lugher and progressive land tax, some legal measures may be 
taken against such division of holdings and considering the greater interest 
of the country' no such legal measures would be wholly unjustifiable 

In the case of large holdings used for commercial crop production, a 
surcharge in addibon to the new land tax rate is well worth considering 
A 23 per cent rise in income due lo cash crops over the income from 
cereal produebon may be neglected In the case of income exceeding by 
more than 25 to SO per cent a surcharge over the land tax may be consi 
dered Due vveightage should be given to different types of commercnl 
crops and esempbon limit (for imposition of surcharge) should be adjusted 
to the varying condibons of different types of eommeraal crops 

Lands utilised for profitable production other than agnculture are also 
earning higher incomes due to general nse in price level Land tax rates 
for such lands should be adjusted to the increaised income In India, 
especially m rural areas, great presbgc value is attached to larger land 
holdings and lower rale of land tax accentuaUng concentrabon of lands 
In many cases lands (culbvable) are kept idle or iilibsed in unproductive 
ways and wastage of land is not uncommon Idle lands or lands ublised 
for purposes other than productive purjioses should be taxed at penalty 
rate This high rale will discourage the inefficient use of land and reduce 
social dispanh m landholdings 

If a higher and progressive rate of land lax is imposed, as suggested m 
this paper, the contribution of present “land revenue“ will nse to relieve 
the Stale governments m bmes of present finanaal cnsis Moreover, the 
principle of equity and progreCTveness. so far lacking, would be introduc- 
ed in the system of land tax to some extent Income disparity m agncul 
lural people will be reduced and snrphis income, so far idly kept or not 
fruitfully utilised by the agncultural people, would be m the hands of the 
government for mvestment for the benefit of the country as a whole indud 
ing agnculture At present "land revenue" is inelastic and not responsive 
lo change in produebon and pnees of agncultural commodities It ts only 
serving the purpose of supplving relabvely fixed revenues to the State 
exchequers A change in the rate of revenue will serve not only revenue 
purposes but aho the simple tax pnnaples and tax may be made 
r^nsTve to ihanges in the economic situation — the essenhal feature of 
the tax policy of a dynamic econamv'. 


Sakti Brata Sarkar 
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ImpUcatiQiii of Labour Productivity in Undeveloped Countries 


At Tilt veiy outset it is necessary to bear in mind that tbe purpose of the 
present paper is two fold In the first place it seeks to facilitate both 
understanding and discussion on the crucial problem of labour producfi 
vity including a bit of conceptual elaboration and analysis particularly 
in the context of underdeveloped economies Secondly it attempts to 
make a brief study of productivity in relation to certam known labour 
problems and their commonly suggested remedies Throughout our 
discussion on productivity and its related aspects the Indian industrnl 
scene will however be kept at the forefront 


It would perhaps not l)C an undue exaggeration to say that very few 
words have assumed great significance and importance particularly m 
the context of post war economic development of a country than the 
word productivity Although the terminology is not of very recent 
origin for the Western countries notably the U K and the USA aro 
long m the field its inherent appeal to the backward and stagnant 
economies can be traced back to the days immediately following the 
Second World War The iiphill txsk of reconstruction and rehabilita 
tion of war tom economies of the backward nations of necessity 
warranted not only systematic mobilisation and careful utilisation of 
resources for the purpose of planned development but also basic policy 
prescriptions as to ho%v (he pace of development could be made rapid 
enough consistent with the peoples aspirations In more senses than 
one an universal eagerness to forge ahead in the path of socio economic 
progress was unmistakably in evidence everywhere In the wake of this 
revolution of rising expectations to quote the late U N Secretary 
General Mr Hammarskjoeld the theme behind productivity has been 
rather quick to catch the imagination of planners m underdeveloped 
countnes 

In the contemporary economic literature low mdustnal productivity 
has been characterised as one of the major symptoms of underdevelop 
roent and economic backwardness There is now a wide agreement among 
economists that the crucial problem m the underdtjveloped regions of the 
world centres round the question of raising real income of the people 
and the means of achieving it withm the shortest possible time Dealing 
with Latin Amencan countries a recent I L 0 publication points out that 
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‘ one of tlie most urgent aspects of the economic and soaal de\ elopment 
of Latin Amenca is the need to nnprose the real incomes of the poorest 
sections of tlie wage eannng xwpulation \* Improvement on the produc- 
tivity front, It IS argued, cun go a long w-ay to obtain the desired results 
in this direction But unfortunately the concept of productivity embraces 
within Its fold at once so niudi and so little meaning that it becomes a 
perplexing task to amve at a generally accepted notion Tlius while 
llie term "productivity is not alw:ays susceptible of a clear cut infeqire- 
tation Its real significance can be somewliat easily understood m the 
broader context of economic development of an underdeveloped country 

While a combination of pohtical, social and cultural circumstances of 
a country have much to do either to accelerate or to inlubif its economic 
development, the chief barriers to economic development m a dynamic 
sense appear to be a cultural cmironment that is inhospitable fo change, 
that lacks entrepreneurs, that does not generate innovations within or 
borrow diem from widiout, that males use of far too bttle speaahsalion 
for high productivity” * 

Tliere is a firm bebef in some quarters, no matter bow far warranted by 
cmpmcal evidence, that in real terms higher labour productivity flows 
from greater technological progress in general md accordingly techno- 
logical mnov ations are regarded as indispensable pre requisites for an 
overall increase in productivity Domar however, males the perspec 
tive clear when he obsenes tint labour productivity is not i function 
of teclinologicil progress m the abstract but teclmologioil progress 
embodied in capital goods, and the amount of capital goods in general * 
He goes on to emphasise that at least to a certain point it is possible to 
secure an increase in hboar productivity as a result of capital accumula- 
tion even with no technological progress This happens in two ways 
Firstly, more capital per workman is employed m each mdustry and 
secondly, labour tends to shift to industries using more capital and pay 
mg lugher wages Granted therefore, that labour productivity is 
affected by capital accumulabon, the formula that the latter should pro 
ceed at tlie sune rale as the former (as the increase in libour force) 
IS not as helpful as it appears * This aspect of the problem is hftle 
understood m underdeveloped countries where planners in general seem 
to hbour with the idev that a given nse in labour productivity is most 
MeHy A? IviiTg aixTUt xieiifKs? nscresiw ea the rate of crprftrf accemnr 
htion As a matter of fact, capital accumulation and consequent 
economic development involves many dimensions although according to 
Reder, “accumulation of (inanimate) instruments of production (capital 
goods) is, of itself, an indicator of economic progress’* Charactensmg 

' ILO (Geneva), t/mirnuni Wifget m L^n Amcnca 1951 p 5 

* Buchanan, N S and EUis H S Approaches to Economic DcLeJopmcnt, 1935, 
p 409 

’ Domar, E D , Essaryr tn the Theory of Econome GroKth p 73 

^ Domar E D , op cif , p 73 

* Reder, M VV,, Labour tn a Graunni' £conom>i, p 16 
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per capita output as an index of development Leibenstem writes that 
development implies the enhancement of an economy s power to pro 
duce goods and services per capita for such enhancement is the pre 
requisite to raising levels of hving • 

Let us now deal in a more analytical vein the factors on which indus 
trial prod ictivity in general depends To be precise a multiplicity of 
factors govern the nse or fall m industrial productivity A contem 
porary ivnter observes that the factors affecting industnal productivity 
are so numerous complex and inextricably interivoven that the task of 
evaluating the influence of each individual factor on the overall produc 
tivity of individual umG is beset with almost insuperable chfficulties ' 
And due to their enormous complexity and inter related character 
difficulties also crop up in regard to their arrangement into any logical 
or systematic sequence Indeed Prof Balaknshna s description of 
produc^vity as an elusive concept that does not lend itself either to a 
clear cut deflnition or to easy computation * would seem to be veiy real 
Nevertheless a broad classification of these factors is possible into tech 
nical managenal Tmanaal entrepreneurial and general or speaal in 
order to facibtatc analysis and interpretation Aside from the fact that 
the productive potential of these complex factors poses difficult problems 
of measurement yet there is noiv almost a general agreement at least m 
knowledgeable quarters that productivity indices could serve as poi^er 
ful tools of economic analysis as valuable yard stick for measunng the 
magnitude of economic changes as a useful 'barometer for forecashng 
the economic conditions and prospects and as a bench mark for 
cialuatmg the economic progress of the country • In a very realistic 
sense labour productivity in a particular country could also easily have 
serious repercussions on the general level of living of its people Melman 
rightly observes that the level of labour productivity has far reaching 
effects For the output of goods m relation to the input of production 
man hours limits the possible supply of goods per person and thereby 
affects virtually every aspect of bvin^ * In view of consider 
able measure of empirical research in Western countnes particularly the 
U K and the USA it is not unrealistic to visualise that producti »tv 
or the ratio of output to the corresponding input of labour to u' 
most widely accepted definition is now capable of statistical r 
ment m spite of many complexities and limitations It must, hr 
recognised particularly in the "amtext of underdeveloped cr 
higher productivity is not an end in itself but means of p 
progress and strengthening the economic foundabons 
being it leads eventually to lightenmg the burden of 

• Le benslein H Economic Bockioardaets and Economic Grow 
Mehta M M Meomremenf of Indastnal Froductioitu 1955 Ch. 

' Balaknshna R Measurement of Prodactn.Uii In Indian Industry ^ 

Chap I p 1 

, ' Mehta M M op cif Chap I p 10 

Melman Seymour Dynam c Factors to Industrial Productmty Chap I p 
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ing the burden of machines miting men work more humanely and the 
machines more mliumanely 

ProductiMty measurements sene as valuable tools for socnl and 
economic analysis and not infrequentiy ire token os the basis for govern 
mental policies and busmess decisions Tlie economic importance of 
productivitj measurement lies in tfie fact as Prof Bahknshna sajs 
tint differences in productivaty as between two periods mdicate broad 
changes m economic w ell being as the real income of the people would 
vnrj wnth changes m productivity ** 

India is on the threshold of an industrial revolution and througli her 
industry onented Five \ear Plans she is aspinng for rapid mdustnalisa 
tion in order to catcli up vvath the industnoUy advanced nations of the 
world although being basically an underdeveloped country, there is 
hardlj any apparent consaousness that in her pursuit she is runnmg an 
unequal race 

Tlitre IS no denjing the fart that broadly speaking the avenge pro 
ductility of tlie industrial workers m India is abnormally low while 
compared to the mdustnolly advanced countnes It must be noted here 
lint absence of a general mdev of labours economic efficiency greatly 
restnets die possibihty of making effective comparisons between coun 
tries m tins particular field In such a situation as Messrs Buchanan 
ind Ellis point out “one cm only infer probable efficiency from certain 
collUeral facts which i pnon seem lo be issociatcd with efficiency ’ 
It is disquieting to note tint Ihc avenge Indian employers until recent 
ly have never been serious enough to create the necessary conditions m 
their enterprises under wluch ihe productmty of workers wall improve 
Fven today various Chambers of Commerce and Trade Associations m 
India hardly attempt to do anything concrete m this direction except 
to forcefully put forward the traditional stand of the employers against 
any wage mcrease not followed by mcreosed productivity On the 
Dtlicr hand trade umon organisations arc yet to assess the matter in its 
real perspective and naturally they are more or less reluctant to extend 
tlaeir helping hand for the cause of higher productivaty Tlius while 
there is an abundance of precepts positive actions ore conspicuous by 
their absence Not thit the government is domg everytlung expected 
or it but there is nevertheless genume vvilUngness particularly in the 
context of jilannuig to he\p the cause and a xeal Iif jauuiqg ivode.'' 
ment auspices has already been made with the establishment of the 
National Productivity Council m the country Of late the National 
Productivitv Council is expanding its activities through the opening up 
of several Local Productivaty Councils m selected regions although the 
c-oveng" IS sbll insignificant 

It should be noted here that Indian productivity hferature is rather 

N P C (India) Speahna pf FroduchLilt/ (a atonoaraph) p 1 

Babfcrishna R op ctf Chap I p 13 

Buchanan N S and Ellis H S op cit p 29 
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scanty * and not enough research on this subject has been done m India 
till the present time This highlghts the need for research in this field 
and if properly earned out surely immense good will be done to our 
overall programmes of industnalisation Mention should be made of 
the Report of the Indian ProdiicttUty Delegation to Japan (published by 
the Ministry of Commerce and Industry Govt of India) wh ch is also a 
valuable document Recommendations altliough not all contained m 
this report are now in the process of implementation 

In India official figures concerning productivity of the workers 
employed in different industries are not systematically available Among 
the major Indian industries the Indian Labour Journal (published 
monthly by the Govt of India Ministry of Labour and Employment) con 
tains productivity figures relating to the workers employed m coal mines 
only Table 1 will exhibit the broad trend of the productivity of the 
workers m coal mines especially during the plan periods It will be seen 
that the productivity of all the three categories of workers has shfiwn a 
rising trend since 19o3 with minor exceptions in the years 1955 and 1958 
when significant declines arc noticed m respect of the workers included 
under column 3 of the table During the last phase of the Second Plan 
i c in the years 1958 and 1959 the productivity of the workers under 
two categories (columns 2 and 4) has remained static This does not 
however present an encouraging picture especially when the produc 
tivity campaign in the country as claimed by the government is making 
considerable headway 


Table 1 

pBODUcnvrry of wowicm employo) in c oal mine s 
Output (in tom} p er man-ih ji jot 
AU persons employ 

Year miners end ed underground All persons employ 

Loaders end in open ed abooe and under 

work ngs grourid 


(1) 

(2) 

(3) 

(4) 

1953 (Average) 

105 

057 

055 

1954 ( ) 

109 

058 

0 37 

1955 ( ) 

1 10 

054 

0 37 

1950 { ) 

1 12 

059 

0 38 

1957 ( ) 

114 

0 61 

041 

1958 { ) 

115 

059 

0 42 

1959 ( ) 

1 15 

062 

042 


SouBCE Indian Labour /ournal June I960 Table 13 p O'” 


A study of the changes in the productivity and earnings in certain 
Jndian industries svas undertaken in tlie recent past by the Government of 

' Two standard wo ks of value conM I e cled viz (i) Balatrishna R Measurement 
‘bf Product It j in Indian Indtistr Madias Un vers ty Econom os Senes No 8 (2) 

Mehta M M Measurement of Indust lal Product iaIj The World Press Ltd Calcutta 
1§&0 
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India Tlie results of tins study were published in 1933 Tlie study 
re\eal“d the following facts “ 

(i) m the coal mining industry, the menll rate of increise in produc 
ti\il\ for miners and loaders dunng the pcnod 1951 to 1951 was 0 76 
per month as against 056 in the average weekly cash earnings 

(ii) in the paper industrv the average earnings of workers increased 
dunng tlie penod 1948-53 but there was no evidence of an inCTcase 
in productivity 

(ill) in the jute textile industry the rate of increase in productivity 
dunng the penod 191S to 1333 was 2 9 per year as agunst 3 7 in earn 
mgs and 

(ic) in the case of llie cotton textile industry the annual rate of 
increase m produchvity dunng the penod 1918 to 1953 was 2 28 as 
against 1 14 in earnings 

It is also griUfyang to note that in view of the general inadequacy of 
productivity statisbcs in India a project for the compilation of intenm 
productivity indices based mainly on the annual census of manufacturers 
for nine selected mdustnes viz , } ite t-’xtdes iron and steel sugar cotton 
textiles glass cement paper matches and woolen textiles has recently 
l>een taken up by the Labour Bureau Takinq 1947 as base the annual 
indices are proposed to be compilevl from I&IS to 1956 

II 

It js often said perhaps not witbouf reason that trade unions have a 
dishnet role to accelerate the forward movement of a country on the 
road to industrial progress The patent fact in this respect can hardly 
be overlooked that trade uiuomsm m underdeveloped countries usually 
s iffcrs from a number of drawbacks In brief these relate to inadequate 
unjon-conscioiisness of labour low level of living weak collective bar 
gaming powers insufficient soaal scciinty measures absence of any 
scientific svslem of workers education immature economic outlook and 
last but not the least low level of productive efficiency All these things 
greatlv retard the grovvtii of healthy trade umonism 
fn tf e moefem incfustnaf svslem labour unions undoubtedly play a 
dommant role Wlnle the industrially advanced countnes have recog 
rused m unmistakable terms the role of labour unions as a suitable agency 
for collective bargaining the underdeveloped countnes are yet to estab 
lull firmly a healtliv practice of the same In India the official labour 
policy as conceived under the Five kear Plans is directed towards the 
ultimate objective of fostering healthy trade unionism and a sound 
svstem of collective bargaining 

In order to clear up any jiossible confusion it is at first necessary to 
* 2m}ta J960 — K Ilelerence Anmial poblished by the Go%t of Ind a p 377 
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\isualise the real function of i trade union The trade unions are essen 
tially economic orgamsalions even though their activities at times come 
very near to touch non economic aspects Unlike typical business 
enterpnses they do not behave economically keeping m view a maximisa 
tion pnnciple To take a realistic view a trade imion is a regulatory 
body engaged m determining the mmimum standards under which pro 
duction may continue and is perhaps more nearly comparable to a 
Government agency than to a business concern * Still it has long been 
a practice although an erroneous one to denounce the unions as mono 
pohes on the ground that they direct their efforts to eliminate competi 
t on between the member'- But a trade union is not involved in normal 


buying and selling of the commodity it controls A very apt descnptjon 
of a trade union would b-» labour cartel which enjoys the power to fix 
wages and other conditions on which its individual members are allowed 
to sell their services to the individual employers But as Ford observes 
it cannot destroy men in order to maintain their value is monopolies 
have sometimes destroyed surplus slocks ” For obvious reasons a 
trade union s real aim lies in ensuring the maximum amount of work at 
the standard r \te and if we may say so to that extent their action con 
forms to maximisation principle In advanced countnes the unions 
today are to meet the organist resistance of the employers whereas 
monopolies have often the advantage of meeting unorganised consumers 
The conclusion reached by McGregor and Wieser that if unions were 
monopolies they were a weak vanety * is therefore perfectly warranted 
Two distinct functions of a trade union movement have been indicated 
by Prof Galenson when he says that every trade union movement looks 
two ways on the one hand a uruon represents the interests of 
Its members as consumers It does this by seeking higher wages and 
fringe benefits But it is less well imderstocxl that unions are integral 
parts of the productive mechanism ** Dwelling largely on the political 
aspects of unionism Prof Galenson mentions another interesting role of 
1 modem trade union thus by acting as a buffer between the worker 
and government tlie union can help prevent the undermining of confi 
dence in a regime which purports to advance consumer interests but fails 
to do so This is paibcularly relevant to newly independent under 
developed countnes where political instability and ''ocial chaos often 
make their ugly appearance and act as senous impediments to orderly 
economic progress which js so very essential for successful planmng 
Jf would therefore appear that the powers of trade umons etiher to 


” ReynoldJ G L See fns essay enhtled “The Impart of Collective Bareaininc on 
Ife States’ in Theory of Wage Deteminatwn 
(Ed ^ J T Dunlop) p 190 

Ford The Econom ci of CoUect ee Barga nine 10o8 Chan II n is 
■ McGregor D H Jndwariol Combuiation 1900, Pt II Chao III \V.«Pr F 
Von, Social Ecomimy (Translated by A F Minnehs) 1927 pp 3757a Quoted by ' 
P Ford, op cd p 30 v / 

lEa bv cim'rt 'S'll" Cmmc Dn,hp„„, 
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raise or lower hbour produchvity are clearly circiimscnbed by some 
obvious Lmitabons If a labour umon is successful m concludmg a 
collects e agreement and is thus able to secure a wage increase for its 
members there seems to be no guarantee that it will be equally success 
ful m boosting up hbour productivity m a proportionate measure even 
when there is geniune willingness to do so On the other hand it is also 
easy to visuahse the improbabibty of the proposition especially in the con 
tett of capital poor backward countries that the employers however un 
organised and inferior in bargainmg strength would not insist on lugher 
labour productivity as a condition precedent for the conclusion of a 
collective agreement The conclusion i> perhaps mescapable that m the 
present state of umonism obtainmg m underdeveloped countnes labour 
unions by merely manoeuvering their pohcies and actions could hardly be 
able to achieve significant success in productivity increase if they are 
called upon to do so It however stands to reason if vve say that 
labour producbvaly in these countnes will automatically register substan 
tial improvement when there would be a wide network of workers 
education and an elaborate system of social security And taking into 
account the poor resource position of these countnes the process would 
inevitably be a slow and gradual one 
In underdeveloped countnes it is not always clearly understood that 
scarcity of skill and technical knowledge is more directly patent than 
the scarcity of capital ** Indeed inadequate skill formation is one of 
the contnbutory factors to low level of labour productivity m these 
countnes although in the words of Prof Galenson the skill factor 
appears to be a transitory problem at worst and not a very stubborn 
one at that once economic development gets under way The theory 
of the economy of high wages does seem to have a real basis m fact ** 
fhe etample of the IVest Indian farm worker who got himself quickly 
transformed into a quahfied and efficient factory hand when offered 
employment at wages sufficient to banish malnutrition and to provide 
decent housing has been ated in this connection’ Doubtless the 
productivity of workers will increase substanhally under such circum 
stances \iewed in this contest the current Indian emphasis on labour 
intensive methods of production would appear to be ill conceived at 
least on theorehcal grounds 

In any case the theory of the economy of high wages in spite of its 
inherent soundness (as illustrated above) comes into direct conflict with 
the employment and soaal policies of most of the capital poor under 
developed countnes where a large volume of both unemployonent and 
underemployment greaUy intensifies the overall problems of economic 
development For obvious reasons Uus is more so particularly for 
countnes which have accepted democracy Os their polihcal code and 

"cSw'ifSS 2nd Ed Chap XI p 200 

" GaJenson VV after op cit p 4 
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Iiave shaken off purely sociilistic system of planning Due to an abnormal 
rise in population and consequent augmentation of the number of fresh 
entrants in the labour force (known symptoms of underdevelopment 
these countries arc more or less obliged to attach great emphasis to 
employment aspect ol their economies Looking at our own economy, 
it is no exaggeration to say, as a recent I L O publication observes that 
tlic evolution of the wage earning class in India has been the inevitable 
consequence of the couiitrys industnal development, assisted considera 
bly by iho increaso in populabon ** Keeping these problems in view 
and realising the gravity of unemployment in the country the Indian 
Planning Commission has made it clear that full employment is both the 
object and the consequence of economic development 

^s stated earlier in quest of rapid economic progress underdeveloped 
countnes m particular nowadays put great reliance on technological 
advancement which is undoubtedly at a low level If contemporary 
events are any guide science and technology have opened up vast possi 
bilitJes for the production of matena! wealth but it has at the same 
time, greatly enhanced the chances of higher social costs — a fact often 
overlooked or not seriously heeded to by the underdeveloped countnes 
Thus emphasising the imperative need of social services in the context 
of economic development through technological improvements a writer 
observes that technology s trump card is production of material goods 
for and by the masses but it works in a vacuum unlses constructive 
social services see to it that the individual is not lost in the mass 
A life of peace and plenty demands that there be an adequate balance 
betvvcen production of material goods and the flow of social services ** 
In the existing Indian conditions this much needed balance is yet to 
be achieved In fact a lack of babnee between industnal investment 
and the investment m social services (m the public sector) particularly 
during the five Year Plans is clearly noticeable from the following table 

Table 2 

(figuret in creret of nipeet) 

Total invest Total invest 

Total Invest meat (public merit in So- 

Tlcnr meat (publtc sector) in In Per cent cull Sen^lces Per cent of 
sector) Justries and of 1 to 2 (Public I to 4 

Mlnerab Sector) 

0) (2) (3) (4) (5) 

First Plan 2 378 188 7 9 532 224 

Second Plan 3 800 790 20 7 455 119 

Third Plan (Draft) 6 200 1660 267 650 10 4 

SovitcE Indian riv« Year Plans 

” I L O (India Branch New Delhi) See Indastnal Wages in Ind a in Decent 
Developments in Certain Aspects of Indum Economy III p 55 

Planning Comm ssion See Draft Outline of the Third Flan Chap V p 83 
Dastur H P See his article cnbtled Afanagement Philosophy— its Medical 
Aspects in Indian Labour foumol June I960 p 562 
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The abo\e tible (see abo\e) will reveil x lack oE proportion between 
m\ estment in industnes etc and investment iii socnl services In die 
Firit Plan lUocabon for socnl services was si^ificantly luge xvhile com 
pired to industries In the Second Phn wlh its marked emphasis on 
lapid uidustnThsation the proportion of allocitions almost reversed 
showng lliree fold increase m industrial investment md i steep dcclme 
(ibout 50 per cent) m soaal services mvestment Again in the Draft 
Third Pian one finds that while the investment in industnes has been 
stepped up as much as 6 per cent over the Second Plan allocation 
(in order to keep up the tempo of indiistnal development) the invest 
ment in socnl seivaces his been slashed by 15 per cent 

^\^llIe disproportionately greater allocation on social services in the 
First Plan is understandable in view of the correebons souglit to be 
achieved m the country s economic imbalance and the imtiahon of a 
process of socio economic growth the allocations on this head m the 
subsequent two plans do not eichibit a balanced emphasis 
The advancing pace of nidusfnahsition of in underdeveloped country 
hke India inevitably brings m its wake greater and greiter social pro 
blcms necessitating higher allocabon on social services A companson 
of allocahons under the respective he ids le industnes and social ser 
Mces Will indicate that with the increase m industrial investment the 
social services instead of keeping pace wath it are actually showing a dec 
lining trend This imbalance does not augur well for the welfare of 
labour which has a direct bearing on increased productivity As new 
mdusbies develop fresh employment opportunities are created but 
reduced quantum of social services wall only have the effect of reducing 
the per capita benefit to the workers even from the exisbng level 

One of tlie baffling problems that confront both the public and tlio 
pnvate sectors of the Indian industnd economy is the persistent chmour 
of the libour for higher wages on the one hand and the equally forceful 
resistance by the management on the other Indeed this bone of conten 
tjon between libour and management is me of the major economic ills 
that largely contributes to the coiilemporarv unhealthy economic scene 
and retards orderly industrial advince and consequently economic 
growth 

Tlie svtuatinci when, analysed cveetuUy would really appear to be a Iwt 
complex for pnma facie a sound system of labour management rel itions 
alone can hardly be able to cure the milady Tiking the labours view 
point it IS difficult to deny their demand for higher wages when the 
prices of all the essential commodities for consumption have registered 
an upward trend ov er years May be that with the increasing tempo of 
mdustnilisalion money wages have somewhat increased in the recent 
years but the fact remains that there has been no appreciable increase in 
real wages Inabihfy of the government to hold the price line may be a 
conlnbuting factor m this regard but the general plight of the vvorknng 
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class remains there with all its reality Simil irly, the employers case is 
also understandable In view of the fact that the production cost will 
receive an unwarranted upward push in case an increase of wages is 
allowed without any commensurate mere isc in productivity In fact, 
none can possibly deny tliat cost of operations are continuing considera 
tions for industrial managements Labour costs and machinery costs are 
important elements in total industnal costs ” It often happens that in 
a productive process obsessed with low productivity the employers would 
afford though reluctantl) to precipitate unnecessary industrial disputes 
rather than to embark on a programme of permanent increase in their 
production costs which might ultimately tell upon the profit earning 
cap icily of an otherwise succcsslul enteqirise 
A gap therefore clearly exists in the field of labour management rela 
tions in the contemporaiy Indian economic scene which would seem un 
hridgcable at least at first sight Hie overall situation, in more senses 
than one is highly problematic and the dilemma of low output and high 
wages has become a matter of serious ooncem for economic planners 
One interesting aspect of the productivity movement should be noted 
here Underdeveloped countries are readily fasemated by the fact that 
if the productivity of labour is raised to a particular level the ills stem 
ming from unhappy industrial relations will automatically fizzle out and 
that there would consequently bo less impediments to the path and pro 
gross of fndustnaiisation This great reliance on the productivity of 
labour however is not as sound as it is often supposed The remark of 
Prof Van D Kennedy m this connection is of particular relevance 
Cibng the example of the U S A wbidi has witnessed nsing producti 
Mty for over 100 years mulbplying real incomes severalfold Prof 
Kennedy observes in a recent article that industrialised economies have 
never relied on increased physical effort by workers for economic growth 
The universnl result of industrialisation has been to reduce the hours of 
work and the amount of physical effort for each individual Gams in 
productivity have been achieved by the standard meam of economic 
growth use of mechanical power mechanisation of production proces 
ses continuing innovation and improved management ** Prof Galenson 
also speaks more or less in the same vein when he says that "absenteeism 
and slack discipline m the factory appear to be more a function of poor 
management than of any inherent characteristics of the labour force ” 
We are therefore driven to the disquieting conclusion that the lately 
launched productivity campaign m India may not be able to bring gains 
required for licr economic development commensurate with the expendi 
tures and efforts on this front This is however not to say that the 
rising level of productivity in India if it occurs would be entirely fruit 

’ Melman Seymour op clt Chap Vm p CT 

Kennedy Van D See b» article enl tied I,abo ir and Indian Development in 
Vnlled Ash Specnl Number on Labour in Asia I960 Bombay p 221 
Galenson Walter Op cU p 3 
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less W iiat IS ol sigmbcance here is that the incidence of expenditures 
m uns regird ma> not be proportionate to the benehts achreied, and 
granted Uus, tjic all-out Indian eJforts to raise labour productixity by all 
concenable means \\ould surely need a good deal of rexision or reonen- 
latiou iu this respect, schemes liVe TVVl (Training Within Industiy) and 
Workers cducatiou would perhaps jield better results. 

It has been a i>opular contention ui almost all imderdex eloped 
countnes that a high mcadence of industrial conflict contributes directly 
to tlie loss of \aluable man dajs with consequent loss of production The 
general belief is that if industnal conflicts uhidi offer a more less foniu 
dable challenge to orderly and speedy industnal progress could be 
reduced to a mmimuni or ehminaled altogether the productixe potential 
of the country could be more successfully harnessed to the oserall needs 
of rapid economic dexelopmenl And as a remedy technological 
improiements m the process of production are suggested dwellmg on 
the expenences of the Western countnes But the problem has its under 
Jjing psj diological aspects as «eU uhidi could hardly be ignored CJon- 
teinporary research on the problems of industnal peace s\ould indicate 
that the mampulation of the economic and technological xanables AS*ith- 
out consideratioii of the psychological consequences may scry well lead 
to an increase rather than a decrease id conflict .** This pinpoints the 
need of psychological research which, unfortunately, is conspicuous by 
Its absence in underdex eloped countnes 

The foUoumg table (see Table 3) will indicate the treed of industnal 
disputes m India dunng the two plan penods It is significant to note 
Uiat fluctuation m the number of disputes does not necessarily mean a 
similar and conesponding fluctuation in the number of man-days lost 
Looking at the relevant figures one is discouraged to find that the First 
Plan has signally faded to lessen both the number of disputes and the 
number of lost man-days The oxerall picture in 1955 is gnmmer than 
what it was at the beginning of tlie First Plan penod Steady mcrease in 
the number of industrial disputes is aUo nobceable dunng the Second 
Plan penod It is mterestmg to note that although the years 1958 and 
1959 show almost identical number of disputes the loss of man-days in 
1959 has shown a marked dedme This iroproxemenl is jiresumibly due 
to the establishment of a code of discipline in mdustry and similar oilier 
measures latelv laimched 


StTgDcr Ross, Fsycholoey of Industnat ConfUct, Chap XV, p 478 
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Table 3 

^^DUSTBIAL DISPUTES FESULTINC IS ^VOBK STOPPACES LNVOLVINC TEN WOItKEBS OR JIORE 
(bt years) 


Year 

No of dtspulef in pro- 
gress during a part or 
whole of the period 

No of toorkers Involved 
duediy or indirectly 
in disputes in progress 
during a part or uhole 
of the period 

Toffli No of man-days 
lost during the period 

J950 

814 

7,19,833 

1,28,06,704 

1951 

1.071 

691,321 

38,18,928 

1952 

933 

8,09,342 

33,30,961 

1953 

772 

466607 

33,82,608 

1954 

840 

4,77,138 

33,72630 

1955 

1,160 

5,27,767 

56,97,848 

1958 

1,203 

7,15,130 

69,92,040 

1957 

1,248 

6,40,871 

49,82,220 

1957* 

1,630 

8,89,371 

64 29,319 

1958" 

1,524 

9,28,566 

77.97,585 

1959* 

1,523 

6.92514 

56,05,079 


‘Figures rebte to all Slates and Centrally Administered Areas os alter reorganisation 
Source indian Labour journal, June, iy$0, Table 14, p 678 


For the underdeveloped countries lately in the field of industriaLsa- 
tion the lure of introduction of incentive payment systems as a meins to 
boost up productive efliaency of workers is rather irresistable It is con- 
sidered that if incentive payments result in substantial increase in the 
index of industrial production the cost involved jn such a scheme will be 
more than compensated 

To understand the exact function of incentive payment systems we 
may conveniently quote Mirnott. the function of incentive payment 
systems IS to increase or maintain some already initiated activity or they 
may be used to encourage some new iorm of activity, but, as applied, 
they often have a deterrent eHecl whidi impedes the behaviour desired 
In spite of the acknowledged efficacy of the system of incentive pay- 
ments this method of remuneration has not yet been able to achieve sub- 
stantial results Recent researches undertaken in Great Britain and other 
^Veste^l countries m tlie fields of psychology and economics have 
established that the vanables involved m the process are "so numerous 
that the direct effect of the incentive has proved elusive and rarely 
measurable ’ ” 

Thus we find f/jat while the theoretical undertone of incentive pay- 
ment systems is impressive its practical efficacy may not be quite com- 
mensurate with the cost involved Expenments and researches in the 
field though not inconsiderable have failed to set a standard acceptable 
under general circumstances In f'’ct the results of research are yet to 
be ciystalised into a systematic pattern designed to he of value for policy 

■' Marriott R, Incentive Paiiment Sijstmt 1957 Chap I, p 26 

" Marnott, R op cit , p 21 
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decisious There IS indeed much substance in the observahon of Mar 
nott that the stnicture of incenbve pa)-roent sj-stems, the methods of 
introducing them the difficulties of administering them and the results 
achie\ed bj them ha\e been among the causes of much frustrahon to 
bo h emploj ers and \\ oihers m industry ** 

It IS rele\-ant to note here that the Hindusthan Machine Tools m Banga 
lore IS the first pubhc sector industry in India ttbere a scheme of mcenti\e 
bonus directly Imbed wth productixity was introduced as an erpenmen 
lal measure The scheme had the workers approval and vv'as also sue 
cessfuUj operative for about a year and then it brobe down warranting 
further comideralion by the parties concerned ITie scheme is now m 
abeyance The precise reasons belund the collapse of the scheme are not 
known except the fact tliat the scheme could not be continued due to 
divergence of opinion between the workers and the management deve 
loping at a later stage^ In any case since inception the production record 
of this pubhc enterprise is indeed spectiailir WTiether the record m 
crease m production (as chined by tlie government) is the result of incen 
tive bonus scheme or due to some other factors mav therefore constitute 
a fruitful line of investigation MTiatever may be the reasons the econo* 
mic implications of incentive payment systems are so vaned and complex 
that Jt may well form Uie subject matter of a separate study 
A discussion on incentive pavment sdiemes would remain incomplete 
vvathout a reference to the muciv publicised system of payment by results 
Vccording to an I L 0 pubheabon the chief advantage of payment by 
results IS that when well designed and properK applied it can generally 
be rehed upon to yaeld mcreased output lower costs of production and 
higher earnings for the workers The same I LO pubhcation hsts a 
number of general pnnaples concerning die apphcation of the system 
of payment by results ** The most vital among the principles is tliat 
before embarking on such a system it should be ensured that good rela 
tions alreadv exist between the emplovers and the workers 
Thus payanent by results as a form of incentive wage system has sen 
ous limitations for wade appheabon in underdeveloped countnes in parti 
cuhr wh^re ideal industrial relabons are more an exception than a rule 
Tlie efficaev of pavonent bv results could only be nobceable when good 
industnal relabons exist as a prc-condiUon and the svstem can hardly be 
regarded as a method to foster good mdustnal relations And vet diere 
IS evidence to shov tliat in \sivj coantnes the system has proved sue 
tessful m a number of cases In parhcular Ceylon India and Pabastan 
have watness“d favourable effects on produefavnty and produebon as a 
result of tlie mtroduebon of the sy’stem of payment bv results A stumbl 
mg block however comes from the hmil^ wants of the Asian workers 


Mvmott R pp ni Chap T d '’i 
,, tv (Cene\-aV Peympnt fi*/ R«t)f Cl-ap VI t> 
I-LO (General cp ctf Chap Vltl pp l"©i3 
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in general and their consequent indifference to respond to liigher finanaal 
incentn es for raising ihcir effort or output and in such cases incentive 
system of remuneration would dearly be ineffective ** It has also been 
observed that if higher payment as a reward for harder work leads to a 
higher degree of labour turnover it may even be disadvantageous ” 
This IS due to the fart that a large number of wage earners m Asian 
countries are only part time workers and that they take to seasonal migra 
tion as a rule 

The basic characfenstics of Indian labour both industrial and agncul 
tural should therefore undergo radical transformabon before incentive 
system of remuneration could be exported to have any appreciable effect 
on the general level of productivity It would be an unsound proposition 
to take isolated instances in some private sector industnes for the purpose 
of generalisation and to frame national policy on that basis In view of 
the expanding public sector in India which is the declared objective of 
the government it would seem all the more desirable that experiments 
and their results in the public sector should be valued more as guides to 
policy 


•* ILO (Geneva) Problems of Wage Poliev in Aston Countries Chap V p 125 
• ILO (Geneva) op cU Chap V p 125 



BiNWENDU MUKimjEE 

iaBour Productivity in the Iron nnd Steel 
Industry in India 


The r\rEii 'ittcinpls i studj o£ diinccs in libour prodiictmh and fve* 
lor proportions m the iron and steel industrj in India Till recentl\ there 
wire onl\ three mun basic iron and Steel producing imits m tins coimtr) — 
the Tata Iron Steel Co the Indun Iron Steel Co , and tlie Mssoro 
Iron iv Steen orhs Of these three the first t\re ue the important onci 
and belong to the private sector and the thud one — a State enterprise — 
is of mmor importance and produces a small portion of the total output of 
the connti) s iron and steel The Tala Iron Cv Steel Co is hovvev er the 
onlv firm which starteil as an mtecrited iron nnd steel producing firm 
•:ince Its onon m 1907 Tlie Indim Iron iv Steel Co cmenjed out as an 
mlecrded finn onb in 19S3 as a result of the amalgunabon of two firms — 
the Indiin Iron Steel Co a pig iron prodocuic concx-m and the Steel 
Corpontion of Bcncd a <tecl prorhianc concern whicli produced steel 
from pm iron produced bv Uic former nierefore the Tata Iron {v. Steel 
Co IS the onlv firm on whose past records can be based a long range 
studv of the vinous aspects of the grovvih of the iron nnd steel industrv 
in India Moreover comprehensive data as recaids men emploved 
avenge attendance per div etc wbidi arc c^ential for t]\,e studv of the 
probleaa in hand wxre av ulible in regard to the Tata Iron 6». Steel Co 
onl) Tlierefoia? tlus studv his been mamb bxced on the mitenaL avail 
abb in recud to the T Ua Iron {*. Sl“cl Co 

It IS felt necessarv to state bncflv at the outset what is actuallv meant 
bv hboiir producUval) In this regard it should be borne m mmd tliat 
“labour pioductivitv indices do not reveal chances in the intrinsic 
tffiacnc) of labour but rather tlie chancing clectivxness wath vvludi 
labour is utihsed wath other factors ' Therefore chances m the raho of 
output to labour le labour prodiichvitv havx no definite siciuBcance 
Tliese dianccs mav mean overaD changes in factor proportions or kinds 
©f capital equipments used \nd il is agunsl the hackcround of all these 
possible changes that the changes an labour productivatj should be 
viewed 

In calctililmc libour productivitv for the iron and steel induslrj m 
India both avxm<’e numlacr of men per da\ on roll and avxrace attendance 
per d\) data for the TISCO are available The figures of avxrace atten 
dance per dav, however, have been used to find out output per imit of 

*S fgrl. J II, Cen-rr-J- cixl Veasartrtfnt c* Fml tctttnftf 1032, p £1 

6 
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labour. First, let us briefly examine the attendance figures. Looking 
at the attendance figures m Table 1 one can see that there is variation in 
the attendance percentage per day in different years. 

The attendance percentage was die hipest in 1935 36 and the lowest 
in 1916^7. During the penod between 19'53-36 and 194041, the average 
attendance was 78 4 per cent. In 194142 and 194243 the percentage 
dropped to about 76 3 due to the war scare and the pohtical disturbance 
in August 1942 respecti\ely. The percentage of attendance then improv- 
ed till 194346 Again, since 194647 the percentage of attendance dechn- 
ed till 1930-51, the a\erage dunng this period being 75 19 per cent, Tlie 
decline js partly attributed to the introduction ol lour compulsory oSs 
m a month from the 1st January 1946 Previously there was only two 


Table 1 


ATTE,T)U«CE Op OS BOLL N THE TATA IHOS & STEEl, CO 


•Year 

Attenianee of men on roll 
arerage per day 

"Exptested as percentage of 
men on rd! 

1933 

18.155 

19* 

1936 

18,355 

737 

1937 

1^888 

777 

1936 

19.477 

734 

1939 

^^56 

785 

1940 

21,335 

781 

1941 

23.028 

7611 

1942 

24,476 

7611 

1943 

25.102 

78 7 

1944 

23.615 

774 

1945 

23.085 

774 

1946 

23,178 

74A 


• 23.531 

750 


24.219 

756 

1949 

23463 

75.2 

1930 

23.060 

759 

1931 

23.101 

767 


23,471 

765 

1953 

23,728 

770 

1954 

23019 

704 


• From Irt Apnl of the given year to the 3lst March of the neat year 
Somex Kluneogiaphed copy of a talk given by the General Supenntendenl of 
the Tata Ir^ fc Steel Co Ixd-, 1956 


compulsory offs in a month. Since 1951-52 the attendance percentage 
improved mainly due to the introductton of mcentit e bonus scheme super- 
imposed on performance bonus schemes Hie average attendance dur- 
ing the period 1951-52 to 1954-55 was 767 per cent 

Let us now look at the movement in the productivity figures 
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Table 


pFODCcnvrrr of laboor e, the xbon and steel iNcrsmT 



Toru per employee 

Tons per employee 


per 

annum 

per annum 


Qxucd on 

men on roUi 

(based on attendance) 


Ingot steel 

SaJeaiJf steel 

Ingot steel 

Saleable steel 

1935 

385 

289 

435 

361 

1938 

885 

295 

46 4 

375 

1937 

36 6 

274 

471 

353 

1935 

381 

23S 

48 6 

36 7 

1939 

395 

300 

505 

384 

1940 

897 

305 

505 

391 

1941 

355 

275 

4-0 

S64 

1912 

31.2 

227 

40 9 

29 7 

1943 

34.2 

260 

435 

335 

1944 

315 

245 

40 4 

316 

1915 

340 

250 

439 

325 

1916 

330 

241 

444 

S25 

1947 

287 

21 1 

3S5 

285 

1948 

235 

209 

375 

277 

1913 

321 

23.2 

428 

309 

195Q 

319 

235 

458 

335 

1931 

330 

264 

456 

845 

1952 

346 

255 

455 

337 

1853 

346 

235 

450 

329 

1954 

315 

260 

455 

340 


Sqcb< 3; Same as {ot Table 1 


Jn Table 2 producb\Tty (producbon m tons per eniplo>ee per annum) 
Ins been calculated on two bases— (I) on the basis of number of men 
on roll and (2) on aierage nttendaoce per day In exammmg changes in 
productiMty it seems better that producbvity calculated in terms of tons 
of saleable steel instead of ingot steel be considered Because ingot steel 
product in a >ear mi> not be rolled during the same >ear the correct 
cnlenon therefore appears to be the producbnty m terms of saleable 
steel Anal>-sis has mainly been done on the basis of tons of saleable 
steel production per unit of emploied person based on attendance figures 
This IS because it gi\es us an indication of the measure of effort put 
m per ton of production 

For the purpose of anal>sis the period 1935-36 to 1954-55 can be 
disaded mfo three distinct parts on the basis of aierage productivity 
(0 the period between 1935-36 and 1943-U (iv) the penod from 194443 
lo 1945-49 and (tii) the penod between 1949-50 and 1954-53 Between 
19»-56 and 1943-44 produotivil> was hipest m 1940-41 which was 
59 1 tons The low figure of produchvit> in 1942-43 should not be taken 
into consideration due to the fact that there was senous labour unrest 
and subsequent bienkdown in plant operations m that > ear The a\ erage 
p^ucbvTty. therefore per emplo>ee during the first penod (omitbng 
the >ear 1912-43) comes to 36^ tons per annum. 
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Dunng the second penod average productivity dropped to 305 tons 
per year per employee based on attendance This fall in productivity 
IS largely accounted for, firstly, by the detenoration in labour situation 
jn the post war period and violenC repercussions resulting m senous 
labour disturbances following the introduction of a new wage structure 
from 1st April 1947 

The last penod (1949 50 to 1054 65) shows some improvement m pro 
duchuty and the average dunng flie penod went up to S3 3 tons per 
annum This nse is due firstly to a reduction in the number of men on 
roll and secondly to the introduction of incentive bonus schemes dunng 
the penod Hon ever it can be observed that the productivity in the 
third penod was still lower than that in the first penod This is largely 
explained by the fact that due to tlie age of the plant, the tremendous 
pressure on the plant capacity la meet war bme demands (whidi Jed to 
enlargement of the labour force employed without corresponding employ- 
ment of capital), meagre lime for maintenance and repairs and scarcity 
of necessary spare parts, production considerably suffered 

This Is also evident from Table 3 


Table 3 

CHOICES op EVtPlOYVtgir AVD PBOPUCTIW C< THE POV AMP STTEL IXDU8TBY 


Year 

Index of Steel 
Ingots produced 
(t935sl00) 

Index of sohaUe 
Steel produced 
(1935=100) 

Index of attendance 

of men employed 
(1935=100) 


100 

100 

100 


0070 

102A7 

10120 


10215 

101 96 

10502 


10763 

IDS 16 

1(3726 


11571 

U7*i 



12317 

120 10 

117A1 


12295 

12700 

126 84 


11380 

11007 

134 81 


12417 

125 69 

13823 


108 42 

113 00 

13007 


11532 

112^1 

12713 


11693 

113 95 

127 68 


102^ 

100 40 

129 61 


10271 

10151 

135 40 


11419 

11003 

129 78 


120^6 

118 66 

12712 


12007 

120 87 

12759 

1952 

12053 

119^ 

129^ 


121^ 

116 03 

13069 

1954 

118 IS 

11847 

12679 


Savfice Calcoiated from source for Table 1 


In tlie years starting from 1949-50 and ending m 1954-55 production of 
saleable steel rose by 105 per cent 18 66 per cent 2087 per cent, 
19 57 per cent 18 per cent and 18 47 per cent as against increments m 
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labour input of 29 78 per cent 27 12 per cent 27 59 per cent 29 28 per 
cent 30 69 per cent and 26 79 per cent respectively But dunng the Brs£ 
penod It can be seen that increment m production was higher than mere 
inent in labour input 

According to the Tata ofBaals the number of employed persons was 
\ ery high for a plant hke TISCO with a capacity of 1 05 million tons of 
ingot steel and 0 78 million tons of saleable steel Careful studies made 
at TISCO reveal tliat the Companys labour force m 1954 55 could be 
leduced to the extent of 20 per cent A plmt of TISCO s capacity m 
1954 in the United Stiles or in the United lungdom would require a 
working force of 5 000 to 6 000 persons It is of course true that in a 
country like India the labour requirement for a steel plant must be 
assessed against the general background of adverse climatic conditions 
poor health of the population low and limited skill of the employed 
working foice and their low standard of livmg which all red^on to a high 
fgure for labour input pei unit of output compared to the correspondmg 
figure in developed countries like the U S A and the U K Moreover m 
those countries a major steel plant does not require to maintain various 
repairs and maintenance departments as is required for a plant in India 
But even making allowance for these factors it appears that the TISCO is 
overstated The mam reason for this is that huge numbers of addibonal 
hands employed d iring the last war when increase in produeboa was the 
mam wUchword could not be retrenched after tlic war 

It IS however expected that for the manning of the addibonal produc- 
tion units under the Two Million Tons Expansion Scheme launched by 
the TISCO dunng the Second Plan it wall not be necessary to employ fresh 
labour Under the Two M Ihon Tons Expansion Scheme gross saleable 
steel produebon wall nse to 1 5 million tons as against 0 78 million tons 
at the outset of the Second Fne lear Plan Tljerefore if the number of men 
on roll IS not mcreased wath this doubling of produebon expected by the 
end of the Second Five Year Plan productivity per employee based on 
attendance would go up to approximately 50 7 tons per annum from the 
average annual rale of 33 3 tons dunng 1948-49 and 1954-55 ’ In 1958 
59 the produebon of saleable steel has been 0 835 million tons Assum 
mg the men on roll based on attendance remaining the same as in 1954 
53 this would mean a produebon of 33 48 tons of saleable steel per 
empi’oyee based on attendance 

The above study of the trends in labour productivity in the iron and 
steel industry has been so far made wathout any reference to other factor 
inputs It IS now our purpose to take into account the other major factor 
cipital input and to examine the changes in capital intensity more 
precisely the changes m the capital labour ratio of the industry dunng 
the penod under studj This is necessary for the essenbal point that 
With mostlv capital intensive expansion programmes under way the pro 

’ Bvied on final standard snrks force figure available in the S^'nd Annual Report 
of the Tata Iron 6- Slec/ Co 
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ductwity of labour in mapr Indian manufacturing industries is bound to 
increase As ue hue seen abcne la the iron and steel industry itself 
capacity expansion of a capital intensne nature is expected to approxi- 
mately double the labour productivity when production on a full scale 
under the Two Milhon Tons progrunme iviU be realised 


Year 

Crc» fixed capital 
per tLOrket tn 

Index of 
money tiage 
per tiorker 

Index of 
sales value 
per unit 
output 

Physical 
pn^uctivity 
of labour 

1937 

1939 

Vndefiated 
13 436 

13 823 

Deflated 

13436 

13 867 

100 

100 

JOO 

1943^ 

1940 

^ 13,067 

15 907 

12712 

113 

157 

69 

1948 

1950 

1952 

16495 
18^40 
20 020 

14 844'- 
16105 
16484 

258*' 

225'* 

BO** 

1954 

•1958 

25 852 
66073 

18 689 
30989(<») 

3164(f>) 

454 e"??;. 

100£ 


* 19S6 calculated 
fixed capital employed in 

••For 1950 53 , 

(a) 19o8 capital value Addition to capita! after 1054 deflated by lli 

^hich IS 327) of the indexes of steel work plant cost* for >^rs i®54 P< me 
£conomlr< Index The Economist iDleUigence Unit Ud (London) 

(b) For the year 1957 calculated on the basis of average unnual P^* 

employee 

(c) Calculated on the has s of gross revenue per un t of output . _ . , 
SouKE Rose 1 G fndustriat Change in Inola Table 28 p 119 ard Table SI> 

V i20 


1958 given in T/SCO Annwjl fieport JP'S 59 


Looking at Table 4 one can see that ©oss fixed capit-d per worker 
(based on attendance) was Rs 13 436 jn 1937 which went Wp to Bs 66 073 
at current value and Rs 30 959 at deflated value (with 19jO9=100) m 1958 
Even in 1954 it was Rs 25 852 per worker Thus the umdeflated value of 
fixed capital per norker in 1958 is 4 9 tunes and the A>gHated value is 2 3 
times the capital value in 1937 Index of physical pn^uctivity dropped to 
69 in 1946 rose to 80 in 1952 and more than regai^d the 1939 posifaon m 
1958 when it was 100 2 Index of sales value p^r unit of output rose by 
57 per cent in 1946 with only 13 per cent inereaso tu the index of money 
wage per worker in the same year The position however reversed in 
1952 Index of sales value per unit of output was 225 in. 1952 with 258 
as the index of money wage per worker The position in 1958 again 
showed a maiked change It should be noted here that instead of index 
of money wage per worker index of average annual mcome per emplo>ee 
(with 19J9=1D0) and instead of sales value per unit of output index of 
gross revenue per unit of output (with 1939=100) have been used This 
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had to be done because the figures o£ wage rate per worker and sales value 
per urut of output for the year 19^ could not be made available E%en 
figures for average annual income per emplojee are not available for 1958 
and hence 1957 figures had to be used It has been assumed that lie 
average mcome per employee and money wage moved m the same direc- 
tion and sales value and gross revenue per urut of output %\ould show a 
similar trend Thus it is eMdent from the abo\e analysis that m 1958 the 
capital hboui ratio m the iron and steel industry went up leading to a 
considerable increase in caps'll intensity of the industry With this 
increase lo capital intensity the productivity m the industty has already 
regained its 1939 level and wall increase considerably when full capacity 
producbon is realised m the near future 
The expansion and modernisation programme undertaken by the Indian 
Iron & Steel Co under the two Five Year Plans and the establishment of 
three steel plants in the public sector each with one million tons of ingot 
steel capacity at Rourkela Bliilii and Durgapur has already led to a 
considerable increase m the capital intensity of the iron and steel mdustry 
as a whole m India and will effect an increase m the productivity per 
employed man m the industry when all the plants will be working at their 
capacity The capital cost of the three steel plants under the public 
sector and their manning hst and production capacity arc sho\m in 
Table 5 

Table 5 

COST or THE Tmffi STEEL PLANTS WDEB POTLIC SECTOR AND THEIR MANND.& LIST 

Cost of Toicn- 
«Mp Or« Umei 

Copilot cost of and Quornet O Manning of the Production of 
ptonf (Rs (n Coal Waihenes, plant {No of Ingot steel {fn 



cTores) 

etc (Rs in 
crorcj) 

persons) 

million tons) 


(1) 

(Z) 

(3) 

(4) 

Dhila! 

ISl 1 


•12 000 

1 

Rourkela 

170 1 

120^ 

•12 000 

1 

Durgapur 

138 j 


•12 000 

1 

Total 

439 

120^ 

38 000 

3 


•Approximate figures 

SoCBCE {!) Estimales Committee Report 33rd Report Ministry of Steel Mines and 
Fuel Lok Sabfia Secrrtarjal Jveiv Delhi 1959 pp 49^1 
(2) Report J95S-59 Ministry of Steel Govt of India 

Roughly calculated on the basis of mvestmenl cost and the manning list 
of steel plants at Bhilai and Durgapur the capital per employed person 
comes to about Rs 153 347 which is at least 2 3 bmes as much as the 
corresponding figure for the TISCO even m 1938 -kll these indicate a 
much higher capital intensity m the iron and steel industry in India and a 
considerably nsing labour producbvity wath increasing production in the 
coming jeon than in the pre war and the post war years 
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At this point It would be interesting to 'tudy how the share of wages 
and saliiries m the gross revenue of the industry behaved over time The 
figures for amounts paid as wages and salanes and the gross revenue 
were available in the yearly pioSt and loss statements of the Tata Iron & 
Steel Cos Annual Reports for the Period 1937 38 to 1958 69 The 
ratios of salanes and wages to gross revenue thus cafeufated can be seen 
m Tabic 6 


Table 0 


shahe of wages and salaries in cross revenue 


Year 

Wages afld salaries expressed as 
taliO of gross revenue 

1956 

174 

1937 

147 

1938 

153 

1959 

149 

1940 

128 

1041 

132 

1943 

173 

1943 

m 

1944 

159 

194S 

171 

1940 

183 

1947 

^DB 

1948 

254 

1949 

255 


241 


234 


223 

1953 

244 

1954 


1955 

226 

1956 

228 

1957 

228 

1958 

202 

Year indicates 1st Apnl of tbe given ye 
PioRt & Loss AccouHb in ihe 

r to 3lst Mareh of lie next year 

Annual Reports of lota Iron Steel Co ol 

the yearn 1930^7 to 1958-59 


It IS evident that the share declined gmdually from 1956 37 to 1941-42 
In 1930 37 it was 17 4 per cent which came dovvm to 13 8 per cent in 
1941-42 Since 1942 43 it went up gradually (with vanations in some 
years) from 17 3 per cent to 25 5 per cent m 1949 50 This « only but 
expected due to the fact that for increasing total production to meet the 
\/ar time demand the number of employed persons was increased out of 
proportion to the existing plant and equipment Though it was done 
at an increasing labour cost per unit of output it did not matter much 
since the price of steel was set on a cost plus basis dunng tbe Second 
Worid 4Var During the following three years it declined to 22 3 per cent 
only to nse again to 24 4 per cent and 25 1 per cent m 1933-54 and 1954 
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55 respecti\el\ In the foUowmi; \ears the share graduall) dropped 
and It w-as 20 2 per cent ord\ m 195S-39 The share is ho\\e\er, expected 
to decline \sTth indeasing production m future vears It is interest 
mg to note that the shne of wages and salaries in income for 29 major 
mdustnes together has also shown a dedming tendencj in recent leais 
This can be seen from Table 7 below 

Table 7 

SH.ua: OF S-U-U'JES CfD IN tVCOMDQF TTTXrT VINE lUJOB INT3IAN XUNTTACnT^T; 

INDCSTiUES 

(rcpces in ckores) 


tear 

Salanes and 
uocea 

\e‘ uJue added bfj 
manufacture 

Share of traaes end 
talanea 

1&16 

101£ 

2114 

ASl 

1^7 

1S33 

2425 

560 

l^S 

16a.8 

3175 

522 

1^ 

1'72 

272.7 

649 

1950 

1725 

2S39 

606 

19S1 

IS95 

3175 

544 

1952 

200 6 

3150 

6^ 

19» 

2051 

3340 

614 

1954 

21$ 6 

3729 

5&6 

1955 

221 1 

4195 

551 


SoCRtt Ten yecn of Indian ifetwieciures 194$-S5 Directorate of ladnsmal 
Stabsucs, Covt of India. ld>S 


A broad companson bebreen productjvity in the iron and steel industry 
m this country and elsevthere \tiI 1 not be out of place But there is 
much doubt whether such a comparison would be very much reliable 
because the way is beset with many difficidbes In order that a com 
panson be i alid it must allow not onlx for the diBerent bases of produc- 
tion and employment statistics in difierent coxmtnes but also for the 
different natures of the steel mdustnes themseKes Kinds of raw 
matenals proportions of raw materials nature of mtennediate products 
and the product mix of the final output differ from one country to 
another It is therefore estremely difficult to tale proper account of 
and make aHoivance for these things in a vtihd comparison Howe\er 
as a broad measure comparative prodoclivnty in steel making between 
Soviet Russia America and India mav be seen m Table 8 The indexes 
of produchvTtv for Soviet Russia \menca and India are 4.3 100 and 
19 respectively 
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Table 8 

COMPARATIVE OUTPUT OF STEEL PER WAGE EARNER DIUSSB,USA 
AND INDIA (in TONS) 



(1) 

USSR (1937) 

(2) 

USA (1939) 

(3) 

India (1941-42) 

Production 

92 (a) 

212 (a) 

39 (b) 

Index 

43 

100 

19 

(U SA = 100) 





(a) Output of Steel and jrolled steel per wage earner 

(f>) Output of saleable steel per man on roll oased on attendance in the Tata Iron & 
Steel Co 

Source Same as for Table 1 

Source (For 1 and 2) Galenson, W, Labour Productivity in Soviet and American 
Industry 19^ p 128 

It should however be mentioned here that the number of employed 
persons in a steel plant in India was much larger m the pre war and 
iwst vvar years than in a plant of similar capacity in the industnally 
developed countries Apart from generalK low skill of Indian labour, 
the productivity figure largely reveals the result of the nature of factor 
proportion prevailing m the industry so far under Indian conditions 
Under the impact oi recent expansion and modernisation of die existing 
steel plants and the starting of three new steel plants under the public 
sector the Indian productivity m steel is sure to go high at least to about 
50 7 tons of saleable steel per person per annum in case of the plants in 
the private sector and about 61 6 tons in case of plants in the public 
sector * 

But pt this stage a question arises >vhether expansion of the Indian 
iron and steel industry or the most modem lines and planning future 
production on. thi ilnes as practised in the USA or in the U K , has 
been at all rational 'where labour is so plentiful m relation to the little 
amount of capital available in the country In Soviet Russia also the 
productivity of the iron and steel workers is generally quite low com- 
pared to Amencan standards The Russian people are however, con 
cemed over this matter and try to raise productivity of the labour force 
But rightly enough their first endeavour is to raise the productivity of 
capital equipment Tins is simply because compared to the USA, 
Soviet Russia has a large supply of labour and small supply of capital 
And naturally it would be an irrational act on their part to try to raise 
their labour productivity to the American level * In every field of pro- 
duction quite rationally the Russian plaimers think Erst and foremost 
about the proiluctivity of capital equipment Their heaviest pressures 
and biggest rewards are reserved for raising productivity of capital 
equipment With their relative supplies of factors of production they 
devote their primary endeavour to maximising productivity of capital 

‘ Calculated for the Bhilai Steel Rant on the ba'sis of data in pp 136 and 137, 
Estimates Committee Report 1958 39 33rd Report Ministry of Steel Mines and Fuel, 
Lolc Sabha Secretariat New Delhi 1959 

* Clark, M G The Economics of Soviet Steel pp 347 77 
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And the result is that the ptJductmH of Soviet blast furoaces and 
open hearth furnaces is higher than thcbe of the Amencans^ but the 
producti\it\ of the furnaces per vrork'-r is much less ith their large 
endomnent of capital equipment the Amencans and the Bnbsh people 
can la> emphasu on labour «aving devices to continuouslv rai^e output 
per man But m the Soviet Union and tn the Southern and E^ero 
European ccurtnes the pnm-rv drive is to squeeze as much outpi t as 
possible out of their limited supphes of capital It is hi^ time that 
this be the aim m our countrv also Even after ten vears of econoauc 
p lannin g entrepreneurs in India both m the private and th“ pubhc 
sectors to a large extent seem unavrare of the fact that factor propor 
tions m mdustnes should as mu(h as practicable correspond to the 
factor endowments m a countrv Therefore lo utilising our presec*’ 
iron and steel cipacat) and in all future erpansiona of the industry the 
mam dnve should be to increase pTKluctmtv per unit of blast furnace 
and open hearth furnace capaatv rather than lavmg mam emphasis upon 
raising labour productmh through mUoducbon of hiqhlv capital m*en 
5111 “ methods 
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Cost of Living Index in India 1890 1958 


Thc present paper is m the nature of a survey and cnticism of the 
existing cost of bving figures in India Attempt has also been made to 
derive some figures from the available sources but no new index has been 
constructed 

The name of the cost of living index is somewhat misleading since 
people interpret it to include changes in living cost which might not be 
due to price changes The government of late realised this and in order 
that this misjudgement does not take place the change in name from 
the cost of hving index to consumer price index was introduced This 
makes the name to tally widi the concept more fully It now more defim 
tely bears the idea of a measure of dianges in retail pnces of goods and 
services which enter info consumer demand by means of appropriate 
weighting of the price changes 

Scope of the Paper 

The present paper first takes the period 1890 fo 1912 for which a similar 
set of data is available There is a gap from the post war I to pre depres 
Sion penod except for Bombay Bombay has been taken separately for 
consideration since for Bombay relatively more elaborate data are avail 
able The second penod for study is from 1929 to 1939 for which penod 
some data of some places are available The last penod is of course from 
1939 up to-date for which relatively ample data have been made availa 
ble 'Then we have gone to some general observations about the relation 
between the cost of living dearness alloivance and standard of living and 
about the relative benefits denved by the middle class compared to the 
working class Lastly wc have come to the discussion of the difficulties 
of index construction of the cost of bving figures in India International 
comparison of the cost of hving and some observations about family 
budget data that have been necessary m constructing the cost of living 
figures have also been added to the paper for the sake of compre 
hensiveness though it leaves much to be desired I have not deliberately 
disfsissed the historical aspects of the attCTOpts that have so far been vaads 
to compute the cost of livmg figures I have taken only those that are of 
some significance 


The Penod from iS90 191i 

For all informations regardmg prices \wtges cost of living and related 
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matters during the penod 1890-3912 one mvst search into the pages of the 
ViepoTt of the wto the Rise m Prices in Ind/a b)’ K L Dutta 

Almost no other publications are available which can give fairly reliable 
informations about pnces cost of Irving and wages The pubhcabons by 
the Government of India entitled Pnces and Wages in India do not give 
ver> reliable data so that k L Duttahas avoided use of these data as far 
as possible Owing to its inaccuracy its publication has been stopped by 
the gov emment in 1923 on the recommendation of Inchape Committee ‘ 
Besides tliere are no indicabons about the cost of living in those 
publications 

However there are ample price and wage statistics m k L Duttas 
report but no separate data of the cost of living index have been given 
k L Dutta has also imv ed at real wage indices presumably by deflat 
ing the nominal wages by retail price index As a matter of fact he did 
not state any definite method for calculating the money and real vviges 
indices except for certain remarks about the weights that be used But 
even then conceptually it is always permissible to arrive at the real wages 
indices just by having nomim! wages divided by retail pnces 

So far the data about the retail pnces in different places can tell us 
about the cost of living in different centres it appears from k L Dutta s 
report that dunng 1890 1912 while All India cost of Imng rose by 
about 40 per cent the cost of living of Madras rose b> about 46 per cent 
of Madras North by more than 41 per cent of Gujarat by 4l per cent of 
Calcutta and C P by about 57 per cent of Agra by 34 per cent of 
Bombav bv 30 per cent and of Assam by less than 30 per cent 

There was a general uniformity of the changes m the cost of living as 
indicated by the retail price index with the changes m the vvholesale 
pnee index (see Table 1) 


BVSE 

Table 1 

vveuvce or 1890-94=100 (K 

L Durrv) 


AU Ind a 

Ml India 


Reta 1 

W I olesale 


Pr ce index 

Trice Inde* 

1890 

97 

97 

1831 

99 

93 

189’ 

104 

103 

1S9I 

102 

102 

1894 

93 

100 

1895 

99 

101 

IS9<3 

108 

106 

1897 

1«5 

121 

1893 

108 

IDB 

1899 

103 

104 

1000 

123 

122 

1901 

lie 

lie 
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Table 1 (Contd) 

BASE A\EitACE OF 1890 94=100 (K L Duita) 


1902 

1903 

1904 
I90o 

1906 

1907 


1910 

1911 

1912 


All-Indta All India 

Betml Wholesale 

Price mdex Price index 


109 

104 

102 

112 

125 

129 

142 

132 

127 

128 
136 


111 

107 

106 

116 

129 

133 

143 

133 
132 

134 
141 


[We have taken the wholesale pnce index of the Prices Enquiry rather 
than of the Atbnson or of the Commeraal Intelligence Department just 
in order to maintain the comparabibty of the pnce data] The wholesale 
and retail price indices at the All India level do not show much of 
vanancc and they both bring out a general upsurge in pnce level 1900 
onwards In 1900 for the first time the retail and wholesale p’^®^ levels 
shot up from 103 and 104 respectively to 123 and 122 respec^^eAy, i e 
about 20 per cent f 

The Calcutta retail pnce index rose from 107 in 1900 to 153 ^ 

Bombay for the same penod the nse was from 117 to 126 and Assam 
from 113 to 138 ’ The Gujarat Madras C P and Agra indices of retail 
prices do not show such sharp nse m this penod So with the available 
data we can only make this comment that there took place some sharp 
rise in several places as distinguished from others and on the different 
rates in which the retail pnoes vaned But beyond that we cannot go 
deep into any explanation since the facts allow that only 
We must here take note of one of the important limitations of our 
analysis about the condition of people with the help of the cost of living or 
retail price data only and it is this that the indications given by the 
changes in the cost of living data can at best give a partial picture 
For a total situation we must also consider the effects on net earnings 
This is why considering the increase in the pnce of the produce sold rent 
or land revenue and increase in general wages etc the conclusion about 
this penod which can be given m summing up has been that in spite of 
about 30 per cent nse in the cost of hving index the real wages also have 
shown nse in most of the places save in Bombay and Gujarat The All 
India real wages index has risen by 20 per cent 
The shortcomings of the analysis with the figures of K L Dutta 
are inherent in the nature of his pnce and wages figures They 
* Dutta K L Report of the £n<rinry Info the Hue tn Prices in India \ol 11 P 2'’8 
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ha\ e been criticised by H L Chablam m bis Studies m India Currency 
and Exchange These cnUosins are not directlj rele%ant here 

The more rele%-ant limitation is, howe\er, tlmt we ha\e not been able 
to compare the results deduced bnm K L Dutta s report with an> other 
figures so that their authenbcitj’ cannot be \enfied 
We cannot extend the same set of indices of k L Dutta to the ensu- 
ing jears We get for Bombaj certnn indices after the period co\ered 
b\ K L Dutta But due to the wide di\ergence m weightage and the 
number of mdustnes co\ered (which, of course, Mr Dutta has not gi\en) 
the indices cannot be jomed 


Penod t929~S9 

The penod 1929-39 i e from the begummg of depression to the begm- 
nmg of Second Morld War, we obseixe as it should be. general low’ 
lei'el of pnces and cost of h\mg M'llh 1927 as base the cost of Inmg 
figures of Munedabad, Nagpur and Jubbulpur (for figures see Table 2) 
alwajs remained \erj low and during the >ears of pronounced depression 
the figures went down to 50 s or 60s Mter 1930 the nse in the cost of h\ 
mg was ne\er marked abo\e 80 This of course does not mean that 
h\mg standard was hich because dunnc this time money mcome too 
went low and so real income was also low 


Tabu 2 



^hrwdcbad 
1927 
= 100 

\a?pur 
i9r 
* too 

Jubbutpuf 
1927 
« 100 

Jamficdptir 
1914 
= 100 

1911 14 
= 100 

1929 

97 

97 

90 

172 

170 

19j0 

87 

S3 

78 

14S 

147 

1931 

73 

65 

62 

121 

122 

1932 

76 

62 

59 

116 

140 

1933 

72 

58 

53 

105 

93 

1934 

71 

57 

54 

106 

99 

1935 

71 

5S 

56 

110 

103 

1936 

71 

58 

63 

107 

103 

1937 

75 

63 

61 

106 

100 

193S 

71 

61 

57 

104 

101 

1939 

72 

63 

59 

107 

114 

1940 

SO 

65 

60 

114 

113 


We ha\e fimues for Jamshedpur and Jharia with base 191-^ Compared 
to 1914 as lOO there was high cost of hnng m 1927 but graduallv during 
the jears immedntelj preceedmg and following the depression the indices 
went down to the extent that m 19-37 flie index for Jhana wxs 100 that 
IS at the same lea el as m 1914 The trend dunng this period is therefore 
aerv dearlv discernible It is a falling trend due mainly to the depres- 
sion of the Q\-enill economj 
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Period 1939—up~to date 

The war and postwar periods can be most elaborately studied because 
of the relabvely better availabiLty of data during this penod We get 
two sets of figures The first set, with 1939 as base, is avaihble for places 
like Ahmedabad, Bombay, Sbolapur, Jalgaon, Calcutta, Kanpur, Nagpur, 
Jubbulpur and Madras Tlie second set, with 1949 as base, is for places 
like Emakulam, Tnchur, Bandore, Afysore, Kolar gold fields, Hyderabad, 
Jhana, Cuttack, Jamshedpur, Gaufaati and Silehar Figures for these 
places are also available from 1944 to 1949 %vith 1944=100 and we ha\e 
transformed the series wth 1944=100 to (he senes with 1919=100 so 
that for these places we have smgle whole senes with 1949=100 For 
Delhi we have a special difficulty m transforming smce we get t\\o 
senes — one wath 1944=100 extending upto 1949 and the other ivith 
1939=100 but beginning from 1930 so that we get no common year m 
the two senes 

We wnte the wholesale pnce index with 1939 base side by side wrth 
the All India cost of living index The retail pnce index could be more 
lUuminatiQg but because of the Uck of a general *'etail price index we 
have to compare the wholesale pnce index with the cost of living trends 
Assuming the trend of retail pnce is the same as the trend of wholesale 
pnces one can get fauly significant results even with the wholesale pnces 
so far as comparison over years t$ (he object in view 

Analysing the trend of the cost of living, figures with the 1939 base we 
find that both the wholesale pnce indices and the cost of hving indices 
have experienced a tremendous upsurge during almost the whole of the 
penod (see Table 3) The rate of increase was highest during 
1940 to 19+3 and there was a slight reversal after 1930 This is the penod 
of war tune inflation and post war control of pnces We have separately 
discussed the problem of indexing during this penod m the later part of 
this paper Here it is suffiaenl to note the upward trend of the cost of hv 
ing indices of almost all die places But the All India cost of hving index 
is alwavs higher than the Bombay index — a fact whidi can be explained 
partly by the inflated figures of Kanpur Sholapur etc and partly attnbut 
ed to underestimabon of Bombay cost of Lvmg index due to war time 
difficulties of taking quotations of pnces of things that had mainly been 
sold in blackmarket 

The %ure5 for other places like those in South India, Assam and the 
industnahsed part of West Bengal and Bihar which have 1949 base also 
show a continuous nse in the cost of living but as a whole the nse has been 
of the order of 80 to 90 per cent over the penod 1944 to 1938 But dunng 
the same penod the nse in the cost of living m other places previously 
considered has been much more 


Bombay Cost of Living Index 

So far as Bombay cost of Iivmg is concerned we get indices beginning 
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trom 1890 upto present date with different bases and with different weights 
calculated by different persons The first ever index number for Bombay 
which covers the period 1890 to 1912 is available from K L Duttas 
retail pnce index as we have seen earher The next period 1900 to 
1934 is covered by an index prepared hy K Mukheijee’ takmg 1934 as 
base and the following as weights Cereals (covenng all pulses) — 52 
other foodstuffs — 28 Clothing — 5 and kerosene (covenng all fuel and 
house rent) — 15 The two indices have an overlapping penod of 13 years 
and we can join the two indices by some statistical device Though the 
weights that have been used are not same the two senes when the> are 
transformed to the same base of 1912 give a fairly high correlation co 
efficient of 769 so that we can assume that the same set of relation 
between the two indices represented by the regression hne of Y 
(k \Iukherjee s index) on X (k L Duttas index) also holds good for the 
previous ten year penod back (le 1900 to 1890) The regression hne of 
Y on X is Y=36 1+ 583o X And using this equation we can have the 
values of Y extended from 1900 to 1890 We wnte the whole senes in 
the last column of Table 4 

The index thus found out may be tested as regards its approximate 
correctness if we compare it with a similar index available m the Bombay 
Labour Gazette 1932 (June) This senes has been constructed by taking 
only the July months in each year rather than the annua) average and 1914 
has been chosen as the base Our index has a base in 1012 but the 
difference between 1912 and 1914 is only of two points So the companson 
is quite vabd as an indicator of (he approximate general trend of the move 
ment in the cost of living The companson shows that there is a close cor 
respondence between the two senes such that dunng the inflationary years 
of 1916 to 1921 the rate of Increase in the cost of living has been much the 
same and again in times of depression m 1931 33 the rate of decrease has 
been the same and the two sets of figures tell almost the same story The 
slight changes that have been noted must have been due to the changes 
m weights that have been used and also due to the fact that one takes the 
annual average while the other is only an index of the figures of July 
taking it as a representative month So here we get a fairly close corres 
I>ondence and we can take it for granted that dunng this time the data 
that we are using by modifying K Mukheqee s index give us a fairly real 
picture of the trend 

We can similarly compare the final cost of living mdex (hat vve are 
using here by companng it with tlie official index xvith 1934 as base Even 
with changed weights the ofiicial mdex* shows a fairly close correspon 
dence with the mdex that we are using and the correlation coeffiaent 
IS 993 so that 1 r* comes to 014 which means that the forces contnbuting 

' Aflha B nana Vol I No 1 He cho ce of 1912 as base is due to the normalcy 
of the year just preced ng the year of World War I 

‘ I could here give the ongnal calcnlations of K Mukheriee as they are in Artha 
B inana Vol I but I found them as mcoirect by calculation 
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to the difference in movements contnbute only 014 per cent of the move 
ments So we can legitimately take these figures to be indicative of 
real trend as far as data permit 

One more method of judging the accuracy of the data by companng 
wnth panilel data tliat has been used by Professor A L Bowley’ m stud> 
ing the cost of living indev in England from ISSO to 1914 Bow ley took die 
breakdown figures of the cost of hvuig indices of England of food rent 
clothing fuel and sundnes and a general weighted average of them vvnth 
1914 as base Then he took Sauerbecks wholesale indet numbers of food 
and matenals which are mutually exclusive and together provide an 
exhaustive list of things consumed He derived a set of empirical cost of 
hving data by the method of partial correlabon which gave the equation 
C=33 4-f 0 32F + 034M where C=cost of living index computed from this 
formula F and M are Sauerbecks food and materials index number The 
empirical data such derived have now been compared with the actual data 
already derived and the comparison should be valid since b> theorems in 
statistics the denvation of the weighted average is same as fitting linear 
regression (which is partial correlation) 

This method could conveniently be used by me for companng the avail 
able cost of linng data with the empirical data constructed by the method 
of partial correlation of food and matenals index had they been av ailable 
for India for the speafied tune Only import pnces and export pnce 
indices are available for India from 1861 to 1940‘ but the imported and 
exported goods are neither exclusive nor do they exhaust the total bst of 
things so that we cannot deme any data for the cost of bving by the 
metliod of partial correlation between these data of import and export 
pnces This important method has therefore come to little use m Indian 
study of the cost of hnng for the lack of necessajy data 
Now we can actually see the long term trend of the cost of living index 
and compare it with the wholesale pnce index that is available in a 
similarly comparable manner 

One obvious fact that appears from the trend of wholesale pnces and 
cost of In mg indices is that there is a general svinmetry m the progress 
of the cost of living pan passti the progress of the wholesale 
pnces This is however as could be quite legitimately expected 
The second irr^Dortant observation is that cm fie witde over fie 
^ long penod of about 44 years (1890 to 1933) neither cost of living nor 
wholesale pnce has nsen very much As a matter of fact the cost of living 
rose from 80 in 1890 to 92 in 19J4 —a nse by only 12 points — and whole 
sale pnces rose from 73 in 1890 to 87 in 19>4 So the story of secular 
inflation is not real in the case of Bombay The third important observation 
that One can make about the available data is that while over time there 
has been little change m the level of the cost of hvang and wholesale pnces 
* Bowlej' A L, tlapcj and Income in fke UR p 121 
f. 1’'°^ ^0 of Indian Pnces iSGI 1931 issued o> the Econom c Adviser of the 
v^vt o! India with ]873!=!]00 nnd Stolu/ml Abstmct of British India which contiTiu 
Uie senes upto 1940 
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there h-is been at least one penod of great upsurge in both prices and cost 
of hving and Uiat penod began from 1914 the year of the First World War 
The topmost level readied by pnces and cost of hving was in 1920 and 
evidently the war time shortage of goods and increase in money supply 
were the causes Both the indices reached as high a position as 205 
After the end of hostilibes it took several more years for prices and the cost 
of living to come down to the original level After 1920 there was a conh 
nuous fall In the pnces and cost of hvmg for about 14 years until at 1934 
it was slabihsed From 1930 to 1939 — the penod known for its preca 
nous disinflabonary trends the Bombay price level remained low at the 
region of 80 to 90 tabng 1912 as base level And after 1939 there was again 
a general upsurge m pnces and fbe cost of hving But this penod we 
will study with a different set of data having a different base namely 
1939=100 

The period from 1934 up to date can be covered by the data of the 
revised senes on the basis of the data of consumption pattern acquired 
from the family budget enquiiy into Bombay aty ^tneen May 1921 and 
April 1922 This was an impitnement on the first publication of the cost 
of living data m 1921 based on aggregate consumption method without 
any weighting being attached to it evidently because of the lack of any 
family budget survey However the revised senes was prepared by the 
Directorate of Labour Informahon in 1937 ivith base as July 1933 to 
June 1934 The weighting that was attached was like this Food— i7 
Fuel and lighting— 7 Clothing — 8 House rent — 13 Miscellaneous— 14 

It can be shown from the available data that the general cost of 
hvmg index which is an average of the several indices like that of food 
and clothing is more smooth and conbnuously ruing than the other indices 
particularly the food index and the clothing index The clothing index 
has got several humps the first being from June 1942 to June 2946 the 
second from June 1947 to June 1949 and the third from June 1950 to 
December 1951 This was really very natural since cloth was one of the 
mam items of restricted output and hence of blackmarkebng This can 
only explain the very high level of pnce level of clothing relabve to the 
other things but the regular humps cannot very well be explained except 
by the lagged reaction of the private «ector being confronted with a fre 
mendous upsurge in demand and at the same bme control of pnces 

The second important fact about the situation is the leading part played 
by food index in the total index evidentlv because the weightage given 
to food index is 47 The major modification to the general cost of hvmg 
figures has been by the food index Generally most of the lime the level 
for food pnces has been higher than that for the general cost of 
living which means that the downward pressure of the other indices has 
been balanced by the general hi^ level of the food index 

The third important observabon one can make is that the penod is one 
of steeply nsing cost of living beginning from the start of Second World 
War upto the present day The use in the general index has been from 94 
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m 1934 to 346 in 1954 (along 2939 as base These are the most inflationarj 
jeirs for Bombay as '\ell as for India and the inflationary price trends 
ha\e also been reflected in the upsurge in the cost of living 

Working CloN cs Middle Class 

Most of the cost of living index numbers that have been available so far 
are relabng to the working dass — particularly the workers hvmg m the 
factories No or negligible data are available for the middle class 
Tlie lugher class cost of hvmg number is perhaps not very ^useful 
because of the fluctuating income that they enjoy and also because 
of the lughlv fluctuating taste and consequently a highly uncertam 
percentage distribution of their mcome on the articles of consumptiorn 
The mom purpose ot judging the effect of the general changes m pnce is 
served if we have only vvorkmg class cost of living mdex rather than that 
of other classes The vvorkmg class consume almost everything tbev earn 
and any change in pnce is likely to change their real pattern of consump 
tjon mucli more than it may be m the case of otlier groups of consumers 
The cost of living mde\ for the working class assumes enough significance 
because of tlus fact tint their mcome .md expenditure correspond more 
closely tlian it is for am other group of people Real income is under 
standable much more significantly if the consumers are represented bv 
working class rather than by oUier higher dasses 

\n arguments IS frequently pul forward that numencally the (factory) 
working class in India is not so big as to outweigh m importance the 
consumption pattern of the rural millions «?io represent about 70 per cent 
of the population It is therefore, argu^ that a cost of living mdex number 
for agricultural class will be more significant But then it may be nghtly 
pointed out on the other side that tlie pattern of consumption expenditure 
of the people in the same income class be it in agneultural or industnal 
sector, IS likely to be approximately equal The oAer weighty reason for 
not taking the cost of hvmg index of the agneultural class separately is 
that the agneultural sector in India represents a «elf employ ed non 
monetised sector where most of the commodities are consumed wathout 
being put into the market The compilation of the data of consumption 
expenditure of such a large number ot people would be a tiemendouslv 
diftcult task that the government machinerv with its limited resources and 
purpos" never ventured to undertake Even if it had been done it could 
not be anvthmg significantly different from the pattern of consumption of 
the factory workers except for certam moderately noticeable preferences 
of manufactured goods of the factory workers which constitute bv far the 
least item in vvorkmg class consumption pattern 

Frogressite E§eci 

Though m our discussion mam stress his been laid on the cost of living 
of the workers vet the whole analysis can be made a bit more significant 
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if attention is also focussed on how the change m pnce les el has affected 
the cost of h\ in^ of the Nsorking class relatively to that of the middle 
class The middle class may be said to include roughly the people 
eroplojed in gONemment and other ser\iees who draw salined income and 
whose dearness allowances ha\e not mudi connection to the change m the 
cost of liNing index 

For comparison of the effects the cost of living index number of middle 
class are essential but so far as the present data are concerned only the 
index number of middle class of Calcutta Delhi and Gauhati are avail 
able One could also construct the middle class index number of cost of 
hvang if tlie retail pnees and the relative weights (i e the percentage of 
expenditure on different categories of goods) were available But so far 
as the present data can allow we can make an analysis of the relative 
advantages of the two classes consequent upon a change in prices other 
things remaining same (meaning thereby that presently w e are not con 
cemed about the changes m wage level) 

About Calcutta the middle class index has been made available by the 
Research Department of Capital which has constructed and sm'^ mam 
tamed a middle class index at the request of the Bengal Chamber of 
Commerce smee 1940 The vxeights have been bVe this 


Food 

53 6 

Fuel 

■J-1 

Clothing 

124 

Miscellaneous 29 6 


The weights have been kept fixed over the penod 19 j 9 59 in order to 
bring into dear rehef tlie effect of the change m pnees The assumption 
of constancy of consumption pattern of middle class has not however 
been correct bec>iuse of the fact that in general the salaries lev el 
and dearness allowance of the middle class have not been seasiti\e to 
changes in the cost of livang index \nother difficulty wath the 
Capital index is that nothmg has been said about the wartime 
difficulties regarding the non availability of commodities and raboning of 
a large bulk of consumables amouDhng to forcible change of consumpbon 
pattern of the middle class Anyway one fact above everything else 
gives tesbmony to the autlienticity of the Capital index and it is that the 
commercial firms affiliated to the Beogal Chamber have accepted this 
index for givang dearness aBowance to dieir emplovees 
The weights of the Capital index have been arrived at by family budget 
study fay combining random and purposive sampling metliod 167 familv 
budgets were consulted The wei^led anthmetic mean of all items was 
taken to form the group index and of these group indices the weighted 
anthmetic mean has gn en the final cost of liv mg index 
In comparing the rehbve effects of « succ«sive change on workang and 
middle class v\e may emplov two methods The one is to compare the 
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two indices whose base year is same and by examining we can say that 
the class whose indices are absolutely higlier than the indices of the other 
class IS more hard hit compared to the other The other method is to 
take that of Dudley Seers^ who was concerned with the rates of change 
in the indices of each particular class If the rate of mcrease m the cost 
of living index of midd/e class in one year from the previous year is more 
than the rate of increase of the mdex of working class in the same years 
then the middle class must ha\e been worse off other things remaining 
the same by the impact of price changes This has been well defined by 
Seers as progressive effect of pnee changes in favour of the working 
class if the ratio 

Middle class cost of hving Working class cost of living 

m time T m time T 

Middle class cost of bving Working class cost of living 

in tune T 1 in time T 1 

is increasing Both these methods must be employed at the same time in 
order to judge whether the middle or the working class is better off by 
the nse m prices Seers was in a sense not complete in his analysis be 
cause he only introduced the comparison of the rate of change of cost of 
living This progressive effect as defined by Seers can only tell us 
whether one class is better than itself in one year T relative to the past 
yeat (T 1) more or less than the rate of progress of the other class from 
T 1 to T What cannot be explained by Seers entenon is that apart from 
the rate of change one class may be absolutely compared to the other 
class Jiy the absolute figures of the cost of living indices Unless we com 
pare one class m a year in absolute figures of the cost of living and also in 
relative rates of change m the cost of hving we cannot expect to get a full 
pictur- of the whole thing 

From Table 5 we can see that starting from the initial position in 1939 
there was a change m the cost of living m favour of the middle class in 1945 
as both the general and food index were lower than the same indices of 
the working class But over the 15 year period (1945 59) there has been 
a gradual shift of position in favour of the working class This is proved 
by the fact that while the middle class general index stands at 444 in 1959 
the working class index stands at 376 This is also evidenced by a rising 
or more than par progressive effect in 1946-47 1936 57 and 1937 58 We 
have also introduced the food index and the progressive effect in regard to 
the cost of food apart from the general figures because that would reveal 
the real situation more clearly For example we are here attracted to one 
interesting feature that while the general index has moved over these 15 
years m favour of the working dass the food index of the worl^mg class 
has been always (except m three years 1952 1955 and 1956) more than 
the mdex for food of the middle class This feautre can only be ex 
plained after dividing the whole period in txvo parts The first penod is 

Peers Bulletin of the Oxford lastUufe of StatUtlci May 1949 
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1W5-50 «h<?n both the food and general indices of the \iorking class are 
above the food and general indices of the middle class of each vear That 
means during this penod, the middle class was less hard hit by the move- 
ment of pnces than the worVang class But during this penod the pro- 
gressive effect moved in favour of the working class so that after 1930-51 
they enter into the second penod 1930-59 when the general cost of living 
index of the working class has Been smaller year to year than general 
indices of the middle class Dunng this penod the progressive effect also 
moved m favour of the working class but the food index of the working 
class has been higher than the food index of the middle class in certain 
jears This has been due fo higher weigbtage given to food b> the 
working class compared to the middle class which has raised the food 
index for the working class but on average the general average has not 
nsen because of the stickiness of the non food consumables which are 
consumed more by the middle class 


g 
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while the index prepared by Capital was based on market quotations 
taken by the office o£ Capital However v\e cannot definitely say any 
thing about their divergence since both these figures cannot be known but 
there is no prima facie ground for believing that they wiU differ signi 
ficantly A large difference would o£ course matter very much because 
by the progressive effect method of Seers we wanted to measure only 
the effects of changes in prices 

Here again we may note that the comparison of the effect of pnces and 
cost of hving changes would not give a very good comparison of the real 
standard of hvmg of the middle and working classes because the incomes 
of the two classes might not have changed m the same proportion Most 
probably the middle class had been more hard hit because of the sticb 
ness of their salanes and because of no direct connection of the increases 
in the cost of living and their dearness illovvanct. The working class wage 
on the other band has a direct connecbon between the cost of living and 
dearness allowance 

War time Difficulties in Indexing 

The problem relating to the cost of living index ansing out of tlie condi 
tions created by the svar was one of the subjects discussed at the conference 
of Provincial Representatives held at New Delhi in September 1943 

The problems m war time can be classed broadly as the following 

(i) Unavailability of cradcs of commowtiiis oeicinally included in 
THE INDICES and FREQUENT CHANCES IN THE SUBSEQUENT GRADES APPEAKNO 
IN THE MARKET The problem arose in many eases that the quality of nee 
that the working class was consuming was no longer available when the 
new index was constructed during the war in the new index with 1939 as 
100 For example the Bombay workers consumed Burma nee and after the 
Joss of Burma the imports of Burma rice ceased so that a superior quality 
nee was therefore substituted for it In case of Madras index the auality 
of nee that was ongmally taken was Vadan Samba boiled and when it was 
no longer available it has been substituted by the cheapest variety of 
boiled rice 

In CP under the government regulated distnbution of foodgrains 
whatever vanety u available is taken into index calculation Irrespective 
of whether it is comparable with the onginal vanety or not wheat of 
which usually there was one vanety available was taken into considera 
Oinr /iSiuuViTvaf v'TOiTia-Ahw »KvwaS\af asroVtaslahVain^ 
vanety is taken 

In Bihar the problem of lade of continuation of articles has also been 
solved by finding nearest substitute 

The difficulty of getting comparible pnee quojrations is greatest in case 
of clothing group In Bombay the Bombay Labour Gazette states the 
problem was seen even before the war and the Bombay Labour office had 
to interpolate new vaneties dunng die basic penod In Punjab and Bihar 
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and most other States, the qualifaes underwent severe changes by non 
availability in general and also by adulteration 

(u) Nov tv >TT *nn rrvoF coMMODiTics The Bombay Labour office has 
had to readjust its cereals group in the mcfex owing to the entire absence 
of quotations for two cereals It is reported from C P that no wheat 
was available either m Nagour or Jubbulpur in the month of January 1943 
and the price quotation adopted for the mdet was the controlled rate 
In Bihar the supply of certain articles like coal has been very intermittent 
with the consequence that no pnce quotations were available for somehme 
or those reported were only nominal 

(m) FbOBLENIS AIUSING out of INTEODLCnOV OF R.VTIONINC AND PBICE 
covTBOL The rationing system which allots different quotas for different 
commodities and generally at an amount lesser than the origmol un 
hindered demand has deSmtely altered the original weights that were 
given to the commodities But the same weightage is followed bv the 
Bombay Labour office and in C P for \ igpur index (or most of the mdices) 
(iv) MuLTiPucm: or current prices The problem about prices m 
times of rabomng due to war arises because of tlie fact that in that time 
the pnce that rules in the open market is strikingly different from that 
which prevails m a ntiorung shop or m a bbckmarket It is quite a 
common knowledge that much of the consumption dunng the period of 
rationing m India was through blackmarkets There was the additional 
fact that the employers and m certam cases municipalities opened shops 
and sold commodities at cheaper rates The mam difficulty was the multi 
plicity of pnce ntcs for the same commodity m the market 

The consequences of these difficulties have been that where the pnce 
quotations of the controlled rates have been taken as m Bombay city 
where twu out of five articles mcluded in the cereals sub group were not 
available in the market and the others were available only in the empto>ers 
shop or controlled shops at lower prices the index of cost of living has 
been much lower Thus the Bombay index for November 1943 stood at 
236 whereas Sholapur index stood at 293 (Nov 1943) and \hmedabad 
(Oct 1913) mdex stood at 329 which was much contrary to the simpl" 
fact that living was really more costly m Bombay city than in ■khmedabad 
or Sholapur 

The devices resorted to for meeting tliese war time difficulties were 
cenerally agreed to be of the following pattern 

(1) If a commodity was not avadable in the market the weight of that 
commodity shall be added to die wei^t of another commodity which is 
consumed as the best substitute for it 

(2) If the quality of a commodity selected is not available in the 
market it should be replaced by another quality of that commodity 
which was next in popu!ant> in the base penod provided its pnce in 
the current penod is available If tfus ts not possible the new quality 
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selected should be one whidi is most popular in the current period and 
the current price of this new quality should be compared if possible 
to its price in the base penod and if it is not possible, if the new quality 
IS superior to the superseded quality to the basic price of the old 
quahty 

The method followed was of course not the same in this penod m 
Bombay Kanpur Nagpur Sholapur and Ahmedabad In Bombay the 
detailed method that was followed was that the working class required the 
same quahty of cereals (20 6 paylees per month) to mamtain the same 
standard of hvmg as at the basic penod (the year ending June 1943) This 
was according to the workmg class family budget enquiry m 1932 33 
This being assumed the total amount of cereals was then distnbuted among 
the articles currently available in proportion to the total quantity of each 
cereal sold to the working class during the month m government gram 
shops and in shops run by cotton textile mills and other large employers 
And then the total pace for this sub ^oup of cereals has been prepared 
by mulbplying these quantities by the pnces of them as obtaining m these 
shops Much the same method was followed m Nagpur 
Here the weights given to this sub group of cereals remain same m 
total as m the original year but the break down or the relative weights 
between different articles of cereals have definitely changed, niis of 
course averts the difficulty of non availability of articles but this surely 
introduces some duahty in the meaning of the index number calculations 
of the period This is the first defect of the method adopted 
Secondly as we have already noted the price quotations in Bombay 
included much of the rationed pnces which made the index of the cost of 
living in Bombay much lower than that in Sholapur and Ahmedabad 
though in all available evidences (i e including the purchase outside the 
rationing field) Bombay was a costlier place to hve in than Sholapur and 
Ahmedabad 

Thirdly this calculation has the defect that it assumes that the whole 
rationing quota and the amounts supphed by employers shops could 
suffice to cover the whole demand of the workers By all means the 
amount of ratiomng quota must have been smaller than the uncontrolled 
demand so that the blackmarket pnces must have entered largely into 
actual living expenses whi<5i the official estimate could not take account 
of 

^cHTqjyi hiofwva uftthR/k 'uv* WJiaiwl* 

September 1942 and May 1943 the pnee quotations were taken both 
from the open bazaar and from the prices in the employers shops but 
after May 1943 when the employers shops could not supply many com 
modities then only the bazaar rates were taken for calculating a general 
cost of living index but a subsidiary index was also prepared including the 
pnces of the cheaper commodities served by employers only to be used 
for giving dearness allowance to workers This could be possible because 
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the industnal concerns in Kanpur found that the suppl) position of staple 
articles had unproN ed 

The Kanpur index xs'as, therefore, more inflated during this tune than 
Bombiv index but Kanpur s method was rather more revealing of the 
real situation- 

Theorehcally the soluhon of the problem Les in attaching weights to 
the controlled and free market price indices m proportion to the amount of 
consumption acfiiahj done in controDed market and free market For 
example, m Bombay the proporbon of controlled market m relation to free 
market dunns the period of control was 51 19 out of a total of 69 The 
prices of many items m the Bombay index carrying 51 19 weights out of 
a total of 69 wei^ts were controlled either directly or mdirectly as below 

Table 8 


Croup Item Weills w the fier)erol 

Index 


Food 

Cereals 

Statutory pn« ontrol 

D47 1 



Grata 


16 92 1 

j. 20^1 


Raw sagai 


047 i 


Refined su^at 


2^ 


Fuel and 

Charcoal 

„ 

210 1 


Lehti&s 

Firevvocd 


sw ! 

[ 700 


kerosene oil 

Agreement with supplieis 

112; 


Matches 

Statutory price control 

014 1 


ClotHss 

Dhoti ea 


lilO 1 

1 


Coating 


96 



Shirting 

Cloth for 

- 

\M \ 
1 

7^0 


trousers 


^2 



Sarees 


2£8 J 


House-real 




1300 

Mkc 

Tia»-elling — fixed by Govt 


3 78 



Total for all 

items 

51 19 


All the manufactured items m the index with the exception of soap 
canymg 10 81 weights out of 89 are controlled items 
The solution of die problem may be theoretically found by divadmg the 
weights proportionately to the controlled market and to the free market 
but practically dus could not be done always because by the very nature 
blacfcmirket pnces could not be quoted ngbtly and the same quahfy of 
thinsis could not be procured 

That we are discussing only die war ftrae diiBculhes does not mean that 
V e are neglecbng the other difficulbes For example we are quite aware 
of the difficulties of transformabon of one set of data vvath one set of 
weights to 'mother base but diese stabsbcal devices have been used only 
in order to trace the trends of the actual situation and not to be accurate 
as regards the magnitude of the cost of Uvmg mdex in one particular year 
We do not mention the other difficulties because of their obvaousness 
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Cost of Ltotng and Standard of Lmng 
Discussion about the cost of living at once necessitates some observations 
about the relation between the cost of living and standard of living The 
general Erst hand relation that exists between them is that when the cost of 
living rises standard of hving goes down But this relation could hold 
stnclly if the standard of hving is simply understood as the real wages 
enjoyed by the people As a matter of fact the meaning of standard of 
living is understood in the subjective sense referring to the attitude to 
wards economic goods and life m general But if standard of living has 
to be a matter of economic ind social policy it has to be defined m tangible 
and objective terms hire (1) the level of consumption or the composite of 
goods and services of a specific quantity and quality consumed by an 
individual family or group within a given period (2) social services and 
free services, particularly those which relate to health, educabon and 
recreabon (3) working conditions which affect not only the workers’ 
health and earning capaaty but also the size and regularity of this income 
Thus we see that merely the real wage is not the only, though the mam. 
component of the standard of hving and therefore the increase or decrease 
m the cost of living is not the sole cause for decrease or increase in the 
standard of living One major factor that has been responsible in India for 
a relative decline m the standard of living is the growth in popuJabon and 
increase m the size of the family In India the rate of growth of popula 
tion has resulted naturally in the increase m the size of the family over 
time so that the standard of living has gone down much more than has 
been effected by simply the nse m the cost of living 



Eva Sen 


6 


Some Problems of Public Indusfruil Enterprises in India 


1 

On’S of the basic problems to be tachled by all enterprises is tint of 
providing capital for the enterpn«es What are the sources of capital 
funds which must be tapped in order to secure the necessary fnance for 
the project^ Usiiallj m case of a State enterprise m an underdeveloped 
country tliere are primarily two scurces from which the necessary capital 
funds may be av ailable 

(0 issue of shares or bonSs to the public or 

(lO government participation in shares or loans and grants by the 

government 

Since capital from the first source wall usually be a "non starter in an 
underdeveloped country tlie latter will m major case be the only method 
of financing the project in initial stage Foreign aids sometimes provide 
part of the finance In India as most of the industrial enterpnses are 
formed as companies they obtain their capital largely in the form of share 
Capital The few such enterpnses which are managed departmentally 
like the Chittaranj in Locomotive Works and the Integral Coach Factory 
at Perumbur obtain their capital in the same way as the Railwavs do In 
some cases the Stale governments also participate m the share capital of 
the company A part ot the share capital of the Indian Rare Earth Ltd 
IS paid up by the Kerala Government In the Hindustan Shipyard on tlie 
oilier hand the Scindia Steam Navigation Co former managing agents 
hold some shares Tliere is also association of foreign firms as minority 
share holders Tlie Indian Telephone Industries and the Hindustan Steel 
are cases in point A few of the public industries are taken to show tlie 
general cliaractensbcs of such mdustnes The financial structure of these 
government companies is revealed in the followang statement 
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It IS seen from this slntement that loans abng with share capital are 
an important source of finance to these industnes There is of course no 
general rule as to what part of the total capital requuements %vill be made 
as loan Generally it seems that when finance is required for the cons 
Inaction and expansion of the plant the whole of this amount is made as 
loans and later It IS com ertcd partly or wholly into share capital * The 
uorJong capital is prov^ded by the government or banks as loans This 
pracbce of givmg loans which is sometimes as high as 15 or 20 per cent 
of Uie total capital invested puts a heavy strain on the enterprise as it 
has to bear a heavy burden of interest paj'ment in the initial stage of tlie 
project It IS clear however that the metliod of granting loans rather 
than bujmg share does not affect its position permanently for when the 
enterpnse starts making — profits a part of tlie expenditures — made during 
construction stage is written off And as the concern builds up internal 
resources it depends less and less on loans from outside for workmg 
capital for tlie concern Nevertlieless in the early years of growth of the 
company specially if it is expected that tlie financial position will be some 
whit shaky mterest rates and tlie terms of repiyment of loans need care 
ful workmg out 

Tliese questions require detailed discussion which it is not possible to do 
witlim the scope of tins paper It may however be observed that wlule 
easy money can have the most undesirable effect on the management of 
the enterpnse it cannot be denied tliat for new enterpnses when loan 
financed some kind of relief m respect of llieir capital commitments may 
be urgently necessary for some time * 

Tlie profits and loss shown m the given statement do not however 
indicate the efficiency of the concern Tlic paid up capital does not 
always measure the total c-ipital imeslmenl loans ui many cases form 
quite a significant part of the total capital invested in the company In 
some cases bke the Sindn Fertilisers and CJiemicals Ltd the concern has 
been able to plough back significant amount of profit m business 


Sound Cojjij/icrctol Foltaj of Public Enterprises 
^It IS sometime argued however that the elRaency of a government concern 
not solely to be judged by the amounts of profits it makes for apart from 
’WjpBt makmg tliere is a special role that the enterprise is expected to play 
gejthe economy This difference in the motive is said to be the distinguish 
feature of the public enterpnse as against private enterpnse 
Ills distinction between public and private enterpnses is not so clear as 
as before The very conception of profit is somehmes a vague one 
he other hand the meaning of “public service with which public 
arises are generally associated is also quite ambiguous and even 
Enterprises in tl e PuM c Sector tn India — Paper prepared by ibe JnsU 
t Pi blic Adm n stiahoo Nev Delhi for the UN Seinimr on Manaejement of 
Industnal Enterprises New Delhi December 1959 

Enferprwe and Economic Detelopmenl Routledge & Kegan 
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^vhen it relates to speafic ob]echves the managers of such enterprises 
may he quite indifferent to the fulfilment of such objectives 
One of the frequent reasons which motivate the States to undertake an 
enterprise is for economic development a project must be started even 
when the prospects of profits at least in the early years of growth are 
pracbcally absent that is the State has to consider more than merely 
calculating commercial viability when it invests in utilities Id this 
particular sense therefore it is not quite true to say that public enterprise 
irrespective of the goods or sources it supplies is necessarily just like any 
other commecial concern * 

On the other hand considering particular circumstances profit making 
at least for some enterprises may itself be a desirable objective We shall 
however have occasion to discuss tins point in greater details 

Ajait from this quesbon of profit making from the stand point of actual 
running of tlio concern sound commercial policy has a very definite 
meaning It means in essence diat a public enterprae should fry to mini 
mise cost of production and make the concern self sufficient It should 
also lie changing the production policy with the changing market require 
ments and lastly tlie pnee of each unit should be equal to the cost of pro 
duction Thougli these prmaplcs are not all absolute persistent dis 
regard of these will surely result in the wastage of scarce resources 
Policy of cost reduction is not easy to follow The policy is to be based 
on the standard norms regarding the cost of production If they are based 
purely on historical cost they may give only a rough measure of calculat 
ing costs tliough these will also ^ useful in the early years of the enter 
prise before other norms based on detailed study may be formulated In 
doing this experience regarding the actual working of the enterprise will 
be necessary In India a starting point is sometimes provided by the 
prices of imported good but then this is not always helpful as tho pro 
duction conditions are different in India as compared with other countnes 
Nevertheless such comparisons show that some of the enterprises in India 
are functioning well Mention may be made of the ChJttaran;an loco 
motive Works Hindustan Machine Tools DDT Factory at Delhi etc 
Cost of production may be minimised by methods ivhich may be 
economical from the point of view of the individual enterprise but not at 
all for the economy taken as a whole High standard amenities may have 
to be provided b> the concern and this may be too cosily for the particular 
enterprise The Clnttaranjan Locomotive Works for instance spent as 
iTOiin'r tv ^4W'’ Ahs* AntaJ ,iwjw!»dvtvvsp .nr .hnsv.wj" amd 

provisions for the workers of the concern But this can be justified as a 
means of providing industnal peace and on social grounds Expensive 
training may have a vital role to play in improving general standard of 
skill m the country 

The second principle of adjuslmg production policy vith market require 
ments may in some cases have to be set aside though there are instances 
' Ihul 
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of failure of public enterprise for not confonning to tlie pnnciple Ceylon 
IS a case m point In the c ise of a lar^e number of government industries 
m India the pnncipal customers are the government departments, for 
others the number of buyers are small as is the case witli the Hindustan 
Shipyard Ltd Here it is easier for the concern to mamtam contact with 
the customers and to know their requirements and difficulties But be 
cause in many cases tlie pattern of economic development becomes lumpy, 
it may be necessary for a particular enterprise to adapt itself not to the 
present but to the future requirements of the market as for example, the 
Hindust in Steel is domg * 

Tlie pnnciple of adjustmg unit prices vvitli unit costs involves a compli 
cated system of accounting In order to determine what exactly goes into 
the cost of production and what is the cost of production of each given 
items at each particular stage ol production a number of things have to be 
considered Cost of production is a continuous process and the price 
fixing authority has to be equipped with figures of the cost of production 
at different stages of produebon And as has already been mentioned 
soractunes public mdustcies have to provide costly welfare to the workers 
The cost of production thus is inBalcd to include all these expenditures on 
amenities Tlie distribution costs whidi vary from industry to industry 
are also to be included in the calcuhbon of the cost 
In addibon provision has also to be made for obsolescence of plant and 
machinery For a concern manufacturing drugs e g changes in or total 
replacement of tlie plant may be csscnbal if a new drug is discov ered 
Provision for expansion of the plant is also td be made m the calculation 
of cost As the market for these products expand expansion of plants are 
to be earned out including sometimes the expansion of the production 
of allied goods which could also be produced economically thus bene 
fitting the industr) and the public in general 

II 

Prices and Profits of P«h/ic Eufcrprises 
Linked up with the above is the question of profit making by the public 
enterprise For convenience of discussion die problem can be broken 
down into two viz 

(0 Should there be deliberate policy of making profits or meumng losses 
(o’) the problem of handhng profits or losses if any 

There has been a lot of discussion on diis point According to tlie 
Report of the U N Seminar of Public Enterprises held in 19S4 public 
enterpnses should make neither profit nor loss * This was supported in 
* Ibirf 

R^orf on de Seminar on OrganMotiOR and AdmtnistraUon of Public 

tnlcrpmciint/elrufiwirwIFicW NY 1954^ 
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tlie Report of tlie Gonvala Committee wfuch stated that in public enter 
prises the prices should be such as to breakeven over a penod of years 
or taking one year with another * 

This view was however found quite rigid and not always applicable 
to underdeveloped countnes Dr V K R V Rao for instance points out 
to the increasing difficulty faced by the government m raising revenue 
through direct and indirect method specially in the background of the 
Third Five Year Plan Under such circumstances he says public indus 
tries must make profits and contnbutc to capital requirements of the public 
sector ^ 

For an understanding of this point wo must examme the three types of 
public enterprises winch function in the economy Tljere may be enter 
prises winch produce goods competitive with those produced in the 
private sector or there may be State monopolies and lastly the mixed 
types So far as the first and the third types of enterprises are concerned 
the question docs not arise at all as the price will be fixed through the 
market mechanism Tire question of pnee fixation as a matter of policy 
IS of vital importance m case of enterprises which cn)oy monopoly or near 
monopoly position Here again we have another point to consider viz 
what arc the objectives winch arc souglil to be fulfilled by the pnee 
policies of tho public enterprises These are primarily 

(a) maximum utilisation of scarce resources 

(b) accumulation at the projected rate 

TIicsc objectives may not be mutually compatible and thus what poliaes 
tho public industries should follow will depend on the particular objective 
which is aimed at tVlitrc the policy is to be related to the latter profit 
making nny not be wrong In the former case of course profit making 
must be ruled out On the other hand for a continuous growth m an 
underdeveloped country profit of public enterprises may be an essential 
source to contribute to tlic normal funds for public investment This is 
especially tnie in the present circumstances m India where under the 
Third Five Year Plan the surpluses of the public enterprises otlier than 
Railways are envisaged to contribute an amount of Rs 440 crores for 
financing the Third Plan * 

It IS sometime argued however that where we have a mixed economy 
as m India where the consumers goods are m the private sector and public 
sector deals with capital gooib tlic rigid pnnaple of profit maximisation 

may turn out after ah to "be a misTeading hall truth even in fhe context 
of growth" 

But tlierc is an important consideiabon to be made here If the enter 

* Gorwala A D Report oft If e Efficient Conduct of Slate Enlerprlsei In Indio New 
Delhi 

Dr nao V K It V Note on fttccs Income Wages and Profits in a Socialist 
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pnses cannot maV.e an> profit it follows flnt the whole of the finance for 
expansion and de\elopment in the public sector must come from the 
go\eminent and the goxemment will then ha\e to raise the additional 
re\eniies either b> laxabon which may be difficult, or by mflabon which 
wtU in most cases be undesirable 

Moreoxer, to gi\e people income and then remove it by taxabon or 
mflabon is an inefficient and self limiting procedure On the other hand, 
we are not quite sure whether the lower pnces of the products of pubhc 
industnes will automabcally induce the people to sav e more or the business 
men to use the higher profits in the best nattonal mterest If for instance, 
the taiahon of agricultural income is not feasible for some reason or other, 
and the cultivators are not inclined to save more out of the higher 
income made possible by th“ use of fertilisers supplied from the pubhc 
sfcloT, it ma) be both necessary and desirable to raise the price of the 
product* 

^\e have also to tahe mto account of the fact that there has been quite 
a big nse in Uie size of the public sector in India and the government 
toda> owns and controls almost one third o{ tlie enbre corporate sector 
of the ecoQomj '* Under such orcumslanees it may be general!) 
suggested that pubhc industn*^ should not only paj their way but also 
yield a reasonable surplus " 

In t note submitted to the Planning Commission in Apnl 1960, Prof J 
k, Galbraith has condemned the "post-office soaalism '* that India is 
Supposed to be pursuing as a “rtagnanl form of economic organisahon" 
Industrial plants in the public sector must he insists tale on their full job 
which IS to be efficient producers and to accumulate the surplus that will 
pronde for future expansion Profit must be the most important test of 
effechveness of the pubhc enterprises ’* 

The general policy of the Government of India has now been that the 
maximum economic rebims must be secured from all pubhc enterpnses '* 
In the matter of pnce fixation for indivadual enterpnses we find that no 
clear-cut pnnciple has been laid down The pnccs of imports the interest 
and capaaty to pay of the consumers the general requirements of the 
country — all these are taken into considerabon and an ad hoc deasion is 
amved at Many enterpnses sell iheir product at a pnce calculated on 
"cost plus” basis Bharat Electronics Ltd fixes pnces on the basis of actual 
cost of matenals and labour and adjusted overheads plus 10 per cent for 


’Ttus IS not to snagesL bowever ihat all cases of s . , 

asM m an u^eideveloped countij’ for instance coaJd be inode mtb profit maiing 
n capita of the govennsent and pnvale companies at present are 

Rs 46S4 crores and Rs 11,247 crores, respectively (Source Forfntshllj Recicte. 
1 Febnmy 1961) 

"This question is specially siznificant in the context of the recent discrraoa on 
cnpiUl structure of the pnbbc sector indnslnes 
contents itself with avoidance of Joss or a modest profit 
^ ^ R^orule Economic Organisation ”, a note submitt^ to the 
yunning Conunission in Apnt, 1960 
Draft Third Ftce Year Plan, p 61 
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profit '* In the case of DDT Factory it Delhi, the product is sold at 
no profit no loss basis ^ * 

The major part'd the profit wherever avaihble, is utilised pnmanly 
for building up th^ concern on a sound commercnl footing and also aiding 
expansion and development programme Payment of high dividend has 
not so far be^n encouraged Hindustan \ircraft Ltd has for instance, 
utilised the major part of the profit m building up a reserve for research, 
development and plant rehabilifatron etc and only a very small part has 
been distributed as dividend at a low rale only once in the last ten years 
'ITie total revenue thus built up amount to Us 1 30 crores against the 
paid up capital of Rs 103 crores Hindustan Antibiotics Ltd has used 
the profits to repay the government loans and then to build up reserves for 
expansion For the Sindn Fertilisers tc Chemicals Ltd the position is 
better It has paid fairly good dividend on the capital invested and still 
built up good reserves and used them for meeting a part of the cost of 
expansion and development This preference for allowing the enterprise 
to use their earnings for their own expansion and d-^velopment will help 
the worVers and consumers to realise that these surpluses are essential for 
the development of the enterprise and they will he less likely to assert a 
privileged claim on the profits of the enterprise 

It IS in the light of tbo considerations made above that a suitable price 
policy IS to be desired It is not possible, however, to be more concrete 
outside the context of a partiailar enterprise or a group of enterprises 
An actual price policy can be determined only when we have detailed 
factual knowledge about the individual enterprises ” 


' Lok Sabha Estimate Comnnltec — SOrfi Report p 44 

“ What would be most desirable but too much to hope for jn the near future. Is 
the working out for each type of enteipnse or groups of enlerpnses of a pnee policy 
based on as sophisticated an economic analysis as that found iq Mr I M D lattles 
The Price of the Fuel — Hanson or p 440 
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Banhng in a Developing Economy 


I 

Tiie TErl^^ de\ eloping economy" is it is used in tins paper requires some 
exphnation In a sense all economies are de\ eloping In this paper 
however reference is made by the use ot the word only to tlie less de\e 
lop«I countries of Asia Africa and Latin America which are trying to 
achiev e rapid economic growth 

The title of tins paper has an apologetic air about it A questioning 
may anse as to whether the banking sj-stem has at all any role to play in 
the rapid economic development of a country Tins is quite natural 
Most academic disaissions on economic growth are concerned with real 
factors About the role of monetary factors economic discourse is more 
reticent Economic planning has come to mean lajing down of certain 
ph>sical targets and the allocation of particular sums of money for different 
purposes It is considered sufficient to by down a policy regarding real 
output Monetary policy wall automabcally adjust itself 
It IS true that obstacles to economic dev elopment in a backw ard economj 
are more real than financial A mete injection of money ind credit cannot 
start a process of growth because of social technical and economic 
rigidities wathin the s>slem There are shortages particularly of real 
capital (not in the sense of money capital but m the sense of machinery 
and equipment) technical skill and entrepreneurial ability There are not 
sufficient idle resources to be put into use at a very short notice — ercept 
of course a redundant labour force which cannot be fully employed be 
cause of the shortage of oUier cooperant resources 
AH these do not detract in any way from the importance of the monetary 
mechanism For tlie banking system if it cannot generate an erpan 
sionary process can jet make its way smooth What is more lack of 
adequate financial resources maj prove quite i big handicap The very 
fact tliat there are senous handicaps to a process of growth in a backward 
economj makes it all tlie more imperibve that these difficulties should 
not be enhanced by anj shortage of credit 
The exact nature of the problems of an underdeveloped economy 
requires a brief menbon before discussmg the service that can be rendered 
1 y die bankmg sj’Stem First the rate of capital formation m such a 
country is proverbially low because the marginal propensity to consume is 
almost equal to unitj It is Ae duty of the banking sj’stem to meet a 
large part of the growing capital needs of the economy through the crea 
11 
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tion of credit An inevitable coroll'iry is an expansion of bank resources 
because otherwise banks will be compelled to function with a dangerous 
ly slender resource of cash In other words banks must be able to absorb 
as large a volume of savings as possible This can be achieved by a proper 
adjustment between deposit expansion and credit creation But this task 
assumes serious proportions in an economy where the margin of savings 
over consumption is very low the banking habit is as yet underdeveloped 
and ll e non monetised sector comprises a comprehensive part of the total 
economy Even if the monetised sector expands with gradual mdustria 
hsation the problem of lag between savings and investment will remain 
Any increase in income will be eaten up through increased consumption by 
the people who normally live on the ver^e of subsistence And whatever 
increased saving there is it will either be hoarded or diverted to un 
productive~cf>acnels In a developed economy the bulk of the money that 
is not consumecrmaj.»b£ safely conjectured to have been invested The 
difference between savmg'^flihoarding u much more marked in an under 
developed economy A large seetTotTS f community is beyond the ex 
change nexus and does not use money In thei^^'n^ over 

consumption can neither be calculated nor be drawfiTSUii®’’ >ovestment 

In a developed economy income differentials arc ofter>po?fi{^ 
cause of i large volume of savings and investment Tliei^SSJ® 
differences in income in an underdeveloped economy But this fail* 
add to the total volume of investment It is a common cxpenence in 
countries that the richer section of the community comprises mainly or 
trading and landowning classes They invest their wealth for suchl*^*' 
productive puiposes as buying gold ornaments or real estates Or 
It IS re employed in trade This betiaviour may be irrahonal fronW^the 
social stand point yet it is a very rational choice for the individual /UrWfil- 
the circumstances these are the safest and most profitable forms of 
investment 

Nor does ploughing back of profits have much sense here Nowadays 
in an advanced economy the coixiorate form of enterprise is the most 
common one and it is financed largely by the ploughing back of profits 
This method of finance however implies that savings will tend to be 
confined within the sector where they generate It implies that in an 
underdeveloped economy savings will lend to revolve round commerce 
and land owning 

Thus there are hvo real obstacles to Ihe growth which cannot be eradi 
caied by ir smipiV tv iimr/igcmeiTf trf cctstitatiXfitt Oct the -sne ksad thv 
margin of savings over consumption cannot be stretched much without 
affecting the standard of living of the masses or injuring the local market 
for manufactured articles On Uie other hand even if savings are m 
creased to some extent there is little likelihood that it wl! flow to new 
productive ventures automatically rather than to primary industnes or 
commerce 

Another facet of the problem is the persistent threat of inflation in a 
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de\elopmg economj Some nse in tiie le\el of prices is always likely to be 
attached to a process of growih In die initial stages of deielopment 
attention is devoted to the development of certam basic industries ^Vhlle 
tliere will be an mcrease in the demand for consumption goods due to an 
increase in incomes this is not gomg to be satisfied by increased produc- 
tion of consumption goods immediately Tlie danger is still greater in an 
underdeveloped economy where there is a shortage of real resources of 
production Banks may extend longterm finance for industrial develop 
ment Sucli credit expansion by banks may have disastrous effects 
“WTiere factors of production required m the lodustnal sector are not 
readily available such an investment policy would be tantamount to 
industrialisation by means of pnee inflation * In fact such countries 
have an inherent inflabonary bias for various reasons A basic reason is 
tliat the investment effort regarded necessary to raise productive capacity 
to a desired lev el is usually far m excess of wliat is feasible on the basis of 
available savings Secondly there is tlie special sensitivity of under 
developed countries to export receipts Inelasticity of output poorly 
developed distributive channels inadequacy of transports communications 
and other basic utilities all aggravate the problem of an unbalance between 
demand and s ipply fhere are oUier causes like an absence of the habit 
of saving narrowness of tlie financial markets impending an effective 
mobilisation of s av mgs a long cst ibhshed and ntional mistrust of domestic 
currencies furtlier intensifying the lack of savings pohtical instability 
inidequacy of monetary policy due to undeveloped nature of the money 
mirket etc So m most underdeveloped countnes especially those m 
which a dclibenle effort is being made to accelerate the rate of economic 
advance the probability of excess credit and deflation is generally far 
greater than that of shortage of credit lod inflilion * Inflabon wall have 
undesirable effects on tlie internal st mdards of 1 vang It will also affect 
Uie balance of pijancnt posiUoa adverselv and lunder essential imports of 
capital and skill from abroad 

AU tliese add to the responsibility of financial insbtuUons \VIiUe it is 
extremely urgent tint capitil should be conducted along those direchons 
where it is most desired secondary industry often is in a weak position in 
respect of fimnee in a backward economy Low incomes set a 1cm limit 
to the rate of capital formabon and the pioneer industries cannot compete 
successiuiTv for tficir use Ifiey have no reserves of unrfistnbutecf profits 
if tlieir owTi Here econom c development wall depend more upon tlie 
growih of lending mstitubons than m advanced economies In a mixed 
economy where decisions are taken unilaterally by individuals on the one 
hand and by the btate on the other banks assume a role of vital importance 
as tlie insbtubons which can secure a proper co-ordinabon between State 
policy and pnvate inibabve 

* Processes ar\d Problems vf IrtdustmltsaKon m Under-deiclopcd Countries 
P 6 

' lb d p 54 
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The functions of the banking system in a developing economy are. then, 
three fold First, banks must try to mobilise as hrge a portion of the 
savings of the people as possible Secondly, banks should direct these 
savings from less to more essential channels of investment Ihirdly, the 
banking system should steer a course clear from inflationary credit 
expansion 

Many argue that the margin of savings over consumption is so low m 
such counlnes that the banking system can do very little to expand the 
volume of credit This statement, boivever, requires modification 

It is widely believed that the volume of mvcstible funds lying idle in an 
underdeveloped economy is not as small as it might appear on the surface 
Notwithstanding the low income levels prevailing there is definitely a scope 
for capital formation in a backward country The instance of Pakistan has 
been stated as a case in point in a recent study bv the World Bank It « 
pointed out that in Pakistan in 1954 despite tlie widespread conviction 
that It vrtiuld be impossible, the government-owned Industrial Develop- 
ment Corporation was able to sell with ease more than half the equity m 
its paper mill to private investors * Diamond has ated a World Bank 
Mission’s Beport on India which shows that m many underdeveloped 
countries including India, the amount of capital available for investment 
iS often surprisingly and inexplicably large” and that “lery few of the 
businessmen consulted by the Mission on this subject (of industrial invest- 
ment) appeared to regard financing as a senous problem 'Hus view has 
been corroborated by Wolf and Suffnn m their study entitled Capital 
Formation and Voretgn Investment tn Umlerdeieloped Areas Accord 
mg to their opinion, ‘frequently in underdeveloped econoimes, the supply 
of savings is a less significant limitation on the rale of productive invest 
ment than the demand for capital ’ Several kinds of evidence have been 
cited m support of this proposition Tlius, the balance of payments sur- 
pluses of some underdeveloped economics, resulting in (he growth of 
foreign exchange reserves, imply the existence of savings realised by 
the economy as a whole, which could be used to increase productive 
investment Again, the inlemaUonal accounts of underdeveloped coun- 
tnes are frequently characterised by an oubvard movement of capital and 
the pnvate fund^ of the wealthy citizens of such counlnes often tend to 
be held in the banks and secunties of some advanced country such as the 
USA, the United Kingdom or Switzerland It is also pointed out that 
xipad .ftntu jtbc effective use nf exisbqg savinjB m underdevelojied countries 
there is also a possibility of stretching the supply of savings further than 
IS usually supiiosed A recent Indian National Sample Survey is quoted 
by Wolf and Suffnn It indicates that over 7 per cent of rural expendi 
tures on an all India basis, are typically for ceremonial purposes, such as 

• Diamond Detelopment Bank (lotemahonal Bank for Rcconrtniclion and Devc- 

Economic Poytttoa and Pmpeeb of Indya — un^blished AS-54a Waslung 
ton DC Aug 1936 p 77 as oaoted bt Diamonds Deielopment Bank p 11 

* Ibid, Chap 11, pp II 13 
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celebrations, marriages births funerals etc An additional 6 per cent, as 
a national aierage, is spent on tobacco, intoxicants refreshments and 
amusements Similar studies earned out m Indonesia and Turkey point 
out situations m which, e\en m relali\ely poor areas, Uie marginal pro 
pensity to sa\e tended sometiines to be surprisingly lugb, reaching about 
60 per cent in those cases where a strong local demand for capital existed 
So any pessimism regarding the set^e for mobilisation of savings by the 
bankmg community may be dispelled Tlie banking system may mobilise 
quite a large %-olume of sa\in^ for capital formabon It is, howeaer, 
recumbent upon tlie banking sj-stems assuming an acbve and, to a large 
e-xtent, an unconvenbonal rde 

This is not howexer tlie only means by which the bankmg sj'stem can 
affect capital formation Tlie usual analysis of the process of economic 
dexelopment runs exclusively in aggregative terms It is assumed tliat all 
that matters is tlie aggregate volume of investment But this analysis is 
insufficient because it assumes eitlier tliat the composition of total mvest 
ment is fixed or virtual!) unchanged over long penods or it imphes that 
its composition is at an optimum wlucli by aefimtion cannot he unproved * 
In an underdev elot>ed econom) Uie composibon of investment is far from 
tlie opbmum A huge portion of Uie investment is devoted to unproduc- 
tis e purposes There is a large scope for changing the composibon of the 
volume of investment and Urns affecting the total producbve capacity of 
the country So even if we assume tliat tlie rate of capital formabon is 
necessarily small in an underdeveloped economy we are still left vvitli 
the problem of how an optimum composition of the flow of investment can 
be aclnev ed ” ' Tlic question may be asked whetlier the banking system has 
really any imbatue m the matter Is it not true tliat the demand for 
credit must come from die investing pubhc? It is true that die lack of 
demand for capital for producbve purposes is as mucli a problem as a lack 
of suppl) of capital Hie stunub tliat are needed for development cannot 
be supplied by monetary sources The inibative in economic development 
has to be taken by the governmental sources in an underdeveloped 
economy Once however the government has started a process of ex 
pansion tlie banking sjstem can play an important role as a channellmg 
mstniment It may play a creative role by changing the assets port 
folio Instead of making the safety and hquidity of assets their only 
concern bants may by to sabsfj the foiig tenn capital requirements of 
industry 

Unfortnnitel) the institutional drawbacks that are prevalent in a back 
ward economy all around affect the bankmg system also The bankmg 
systems of these counlnes often exlubit certain hmitations which render 
them unsuitable for performing those funebons that are expected of them 
The function of mobilising savings is very often inadequately performed 

* " Fiscal and Monetary Implications of Devclo^ent Profframnies ” article by John 
H Adler Amencjn Economic Reticit Papers and Proceedings Mav 1952 p 5S5 

' Ibid p 593 
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by banks TIic commercial bTnks are one of the most important institu- 
tional means for attracting savings or time deposits It is, however, com 
mon knowledge that the more undeveloped a country is, the lower is the 
volume of bank deposits in die total volume of money in circulation Un 
developed nature of the economy and political instability go side by side 
Political disturbance and difficult budgetary position of the government 
undermine people s confidence m the currency system and discourage 
savings Inability to attract deposits is often due to a deliberate policy or 
lack of policy among commenaal hanks Thus, in Burma and Ceylon the 
commercial banks discourage large deposits of funds or pay interest rates 
as low as b per cent, on savings deposits The unwillingness or apathy of 
commercial banks in attracting deposits can be traced to their inability to 
lend funds safely and profitably Time deposits, again, form a small pro- 
portion of the total volume of deposits, reflecting people's desire for 
liquidity This affects the ability of commercial banks to lend Again, 
except in India, Pakistan and a few other countries the proportion of cash 
held by commercial banks is very high Consequently, their loans and 
advances are small in volume Government securities are often the chief 
type of investment 

Even when the commercial banks lend money, they lend it for short- 
term purposes serving mainly commerce and the working capital needs of 
industry In a developing economy, however, tlic need is more for long 
term finance But liie same factors which make for the tardiness of invest 
ment do also affect the lending policy of commercial banks In the pre 
vailing atmosphere of uncertainly, commcraal banks hesitate to lend funds 
for more than ordinary commercial purposes “It is probably a direct 
consequence of the histoncal development of underdeveloped countries 
as primary producing economies with a large foreign trade sector that 
primanly those types of credit institutions are fully developed which serve 
what appear to be less desirable purposes The commercial banks, on the 
one hand provide short term credit which enables the commercial com 
munity to carry large mventones and incidentally to hedge against 
inflationary pressures and to maintain the monopolistic position of a 
relatively small group of merchants in the export and import trade Tlie 
second type of credit institutions which exist in many underdeveloped 
countries are mortgage credit institutions which make it relatively easy 
to purchase landed real estate and to finance the production of export 
crops But credit for the finaremg of manufacturing production in 
general is virtually unavailable * • 

The problem is how to mobihse and transfer the idle savings into 
productive channels For tlus, bolli savers and investors requu-e certain 
legal safeguards owing to the prevailing atmosphere of uncertainty 
Active steps have to be taken m order to build up the capital market of 
the country An active capital market will enable banks to invest their 

* Adler John 11, American Economic Retfeto, Papers and Proceedings, May, 1952, 
p 595 
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funds profitably, entrepreneurs to raise an adequate volume of funds and 
savers will be sure of being able to dispose of their assets at any moment 
This requires sound banking practices Lmited bability the corporate 
form of orgarusation and growth of the stock ercbanges Savings gene 
rally tend to move vvithm tlie sector where they generate Since in 
underdeveloped countnes the bulk of the business consists of commodity 
and land estate speculation, there is htde likelihood that finance will be 
forthcoming of itself for investment m new industnes If however a 
bound capital market is established the possibility of investing capital 
more profitably may draw funds from other fields and thus help m the 
mobilisation of savings It is the lack of confidence on the part of savers 
thit prevents them from investing their savings in more proiluctive enter 
prise There is enough evidence in support of this statement Even in 
a backward country like India people will invest in the share capital of 
new industrial ventures if they have snlBcient confidence in the credit 
worthiness of the borrowers Thus the Tala Iron tc Steel Co did not 
have any difficulty in raising its initial share capital through the floatation 
of share in the market 

Another major defect of banking system m underdeveloped countnes 
IS that the} are concentrated vvithm a small urban sector of the econotny 
Tlic rural population is deprived of bankin" facihtie* altliough the majo 
rrty of the population is rural Branch banking of (he British type is 
unknown here Opening of new branches by commercial banks in niral 
areas is inhibited b> service charges lack of remittance facilities etc 
The Rural Banking Enquiry Committee of India has suggested a number 
of remedies It is with the purpose of extending commercial banking 
facilities throughout the country that the Imperial Bank of India was 
nationalised Branch expansion however raises the problem of securing 
adequate techtucal staff for all the branches 

n 

An important development of our century is the growth of certain snecia 
lised institutions for encouraging and promoting industrial ventures m 
underdeveloped countnes Diinng the last quarter of a century one 
country after another has set up such specialised institutions Tliese are 
b}’ /vasws? a- dntfibpiTiifrrf 

credit corporations The psychology behind their establishment is the 
same that led France and Germany to set up investment banks in the 
nineteenth century The underdeveloped countnes are two centuries or 
more behind developed countnes in the race for progress At the same 
time there is going on internally a contmuous race between the rate of 
growth in population and the rate of capital formation Soaal over 
heads are lacking the capital market is undeveloped and the individual 
investors shy to invest Nor are comnieraal banks willing to lend for 
more than short term purposes The government is trving to provide 
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the economy %vfth basic uhtities Its efforts must, however, be comple- 
mented by the pnvate sector It js with the object of helping the private 
.sector with funds and promobng private investment that these banks are 
Set up They offer a method of bringing together the business ability 
of the private investor and the borrowing power of the Central 
Government 

Ihese institutions exist today among various backgrounds m counlnes 
of Asia, Afnca and Latin Amend or even in France and Britain Of 
greater consequence is their functioning m backward economies India 
has three such institutions apart from the State Industnal Finance Cor- 
porations Pakistan his two and Japm four There is no uniform 
pattern for development banks just as there is no uniform ret of rules for 
central banking They differ from country to country in their ownership, 
sources of finance, relationship with the government, objectives and 
methods of operation Prominent among them are the Industnal 
Finance Corporation of India, the Industml Development Bank of 
Turkey, the Nacional Financiera of Mexico, etc 

In spite of differences, certain generalisations can be made about the 
aims and objectives of these institutions First, they are intended to help 
the pnvate sector Secondly, they are to satisfy the longterm credit 
requirements of industry Thirdly, they ire to help in stimulating a 
capital market Fourthly, these institutes will promote new enterpnses 
where necessary Thus, in the statutes of the Industnal Development 
Dank of Turkey, the following purposes arc set fourth 

(1) To support and stimulate the establishment of new pnvate enter- 
prises and the explosion anil modemisitjon of existing private enter 
prises in Turkey 

(2) To encourage anil assist the participation of pnvate capita), both 
domestic and foreign in industry established m Turkey 

(3) To encourage and promote the pnvate ownership of securities 
pertaining to Turkish industry and to assist in the development of a 
securities market in Turkey 

In the preamble of the IFC of India, its purpose is laid down as 
‘ miking medium and long term credits more readily available to indus- 
tnal concerns m India particularly in circumstances where the long term 
banking accQtnmodation is inappropnate^ or recourse to capital issue 
methods is impracticable ' It is authorised to guarantee for a penod not 
exceeding twenty five yeare loans floated m the market by industrial con 
cems, to underwrite the issue of stocks, shares bonds and debentures 
of industnal concerns and to grant loans or advances fo, or subsenbe 
to debentures of industnal concerns, repayable within twenty five 
>ears 

The Nacional Financiera of Mexico was established originally to assist 
in the sale of pubhc bonds and to help the recently established stock ex 
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change to become an effective market for the securities of private com- 
panies In 1&41, It was reorganised into an investment bank, being 
concerned increasingly with new industrial projects Its functions were 
broadened to include not only lendings to other banks but also du-ect 
investment in certain key industnes 

Tlie Nacional Fmanciera deserves mention because of its important 
contributions to industrial groivth It devotes most of its funds to larger 
ventures In fact in 1949-50, 80 per cent of its total investment was m 
four bjg concerns lb total investment is not a very largo share of the 
country s total industrial investment Yet, its investments are important 
because they have helped m removing particular bottlenecks in the 
economy Tbey were devoted mainly to the building up of the utilities 
and thus, have hid down the foundation of industrial progress How- 
ever, tlie Naaonal Fmanciera is accused of draining the market of funds 
and thus depriving small firms 

These institutions obtain funds by Boating shares in the market 'fhese 
shares are subscribed to in various proportions by the government, the 
central bank, the pubfic and other financial institutions including the 
commercial banks Tliey also get loans interest free or at very low rates 
from the government These development banks are chosen instruments 
of government policy and the fruit of government initiative, even when 
they are privately owned In recent years a widespread interest is grow- 
ing m the potentialities of private banks • 

The working of the development banks reveals certain inadequacies 
These are really reflections of the backwardness of the capit il market 
One object of these institutions is to promote industrial investment For 
this purpose, it is essential that they should not hold on to a particular 
group of secunties for ever They must sell them off at the earliest 
opportunity and take up some new line of activity But due to the lack 
of ready sellers, they have to hold on to these secunties It has been 
noticed, eg m the case of Pakistan, that due to the restricted nature of 
the capital market, the underwriting achvaties of the Industml Finance 
Corporation are rigidly circumscribed, nor can it issue its own debentures 
In the absence of a capital market, development banks have to start off 
with ample financial resources Tbey may have to turn to the govern- 
ment for additional capital or for a government guarantee The IDB of 
Turkey, for example, has been unable to float a public bond issue, tho 
Nacional Fmanciera of Mexico and the IFC of India have only succeeded 
m making issues with full ofBaal backing Again, in some countries the 
status and qualification of would be borrowers are not such as to lead to 
successful lending Many of the projects are inadequately prepared or 
submitted prematurely, reflecting the shortage of entrepreneunal sbll, 
the low level of literacy, lack of technical information, etc. Thus, it is 


.Shirley, ProWemi and TraetKei nf Detehpmcnt Banks (pwhkshed for the 
iMernational Bank for Reconstniction and Development by the Johns Hopkins Press), 
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only the large concerns, whose credit wrthmess is known, that are get- 
ting capital, the smaller firms are being starved To remedy this defect, 
State Industrial Finance Corporations have been set up in India Indeed, 
the problem of backward economies is so complex that no re organisation 
of lending institutions is enough It must be fully supplemented by 
other factors such as fiscal pohey, spread of technical knowledge, esta- 
blishment of iiolitical stability, etc The issues involved tend to move in a 
vicious circle A country is underdeveloped because it is underdevelop 
ed m all respects 

However, the development banks may be useful in several ways 
First commercial banks in backward countries are often reluctant to 
mobilise savings because they do not have safe and profitable lending 
opportunities Where sufficient demand for credit is not forthcoming 
commercial banks can make a productive use of their resources by parti 
cipating in the shares and debentures of development banks Secondly, 
the development banks’ inv-'sting in the securities or underwriting the 
bonds and debentures of industrial concerns will add to their credit 
worthiness and encourage other investors to lend in the funds of these 
concerns Development banks also have considerable advantage over 
other institutions in channelling foreign capital into industry They can 
obtain loans at favourable rates of interest from the World Bank and 
other sources They can also build up a stall, familiar with the problems, 
in finance, organisation and engineering of huge mdustnal ventures, and 
put this rtalP at the disposition of each new project they agree to support 
Technical assistance has proved a great aid to industry So the banks 
usually offer this sort of assistance or intend to do so in the future 

Development banks function in the agncultural field as well Impor 
tant services have been rendered by the Carteixa de Credito Agncoloe 
Industrial of the Banco do Brazil and similar institutions in other Latin 
American countries, the State Savings Banks in Australia, etc 

III 

A very serious bottleneck in any field of activity in a backward country 
is the lack of adequately framed technical stiff This dilliailty is present 
in the field of banking too Where the general percentage of literacy is 
as, low as 15 or 20 per cent including those who have the most elementary 
knowledge of the alphabets, the delicate function of handling the bank 
mg business becomes an impossible task Moreover banking is a field 
where experience counts as much as theoretical knowledge Each coun 
try must evolve, through trial and error the particular methods of bank 
ing suitable to it So in the initial stages of economic development a 
rigid specialisation of banking functions may put too great a strain on a 
country s limited stock of trained hands It is therefore, desirable that 

“ Boskey Shirley Prohlenu and Fracllcei of Detelopmenl Banks (tntemalional 
Bank for fiecon^tniction and Development) p 99 
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llic Ixulks combine i number of acliviUcs ritlitr tiiin tliere being diiTcant 
t>pt.s of bulks for different purposes Tlie Frencli and German pittcm 
ol utu\ersxl b inking ^s found in the nineteenth century should be the 
muckl rather than the Bntish type Unfortunately commercnl banks in 
iinderdex eloped money markets usuiUy try to follow the Bntish tradition 
and concentrate oti sliort term lending Tlie commercial banks should 
lr> to corac out of this limited range and combine investment banking 
with commercial banking functions Prudence does not mean a rigid 
adherence to orthodoxy and exclusion of novelty An interesting recent 
trend m idvarced economies is the mcreasmg diversification of functions 
of commerci il b uiks Thus instead of concentrating on short term lending 
banks ire mere ising their medium term ind long tenn investments Tins 
is due m part to the inert t cd liquidity provided by the government 
securities in the issets portfolio of banks and m part to tlie growth of 
fixed term deposits since the war 

Secondly the other channel to v lucb commerci il bank finance is 
gravitating is m instalment credit lure purchase finance etc Even the 
British banks with their conservative triditions are participating m hire 
purcluse finance Sometimes this pirticipition i» direct as m the case 
of the Australian Tndmg Banks These developments raise new issues 
iCoarding bankino control Tliat does not mem that these developmenU 
should be reversed Rather new banking techniques sliould be devised 
to meet the new circumst inccs Tlvese developments arc worthy to be 
noted by backward countnes 

The recommendations made by the Reserve Bink of Indus Committee 
(On Fin nice for the Priv ite Sector) reflects i simihr reonentation of 
Utitude Tlie Committee pomts out that many loans made by Indiin 
banks lUhough ostensibly short term ire allowed to be renewed from 
time to time Thus liiey are virtually medium term loans Even if they 
are used to meet working cipital requirements tliey have a wider effect 
m tint they release other funds from working capital needs and enable 
industry to use them for longterm purposes The Committee supports 
participation in long term Ioin> by banks provided tlie banks are satisfied 
in their owTi judgement that siidi advances are for moderate amounts and 
ire consistent walh bank hquidity The Committee recommends that 
the banks should endeavour m an indirect manner to make incicased 
finance av ulable to the private industrial sector Leading banks m India 
in CO operation with insurance companies could form a consortium or 
syndicate for underwaiting or investmg m new issues of shares and 
debentures of industrial companies whenever they are satisfied about the 
soundness and prospects of the projects 

A serious responsibility devolves upon the central bank too It must 
come m to fulfil the gaps left by other financial institutions The example 
of Mexico IS worthy of imitation by otlier countnes The Bank of Mexico 
IS the centre of the Mexican banking system and the mainstay of the 
governments finmcnl policy foslmng the development of credit institu 
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tions generally, the money marked tlie capital market and the mdustna 
hsation oi the nation 

The Bank has systematicrdly supported the national and private credit 
institutions through granting of rediscounts and credits and puidiase of 
secunties The assistance ailorded by the Bank of Mexico to the economic 
development of the country has taken vanous forms It has helped to 
carry out government programmes and lias assisted agriculture and 
industry, thus filling the gaps due to the insufficiency of savings and of 
the resources of other credit mshlutions Besides contributing to the 
acceleration of economic development hy acting as a lender or investor, 
the Bank, as a central institution lias promoted a monetary and credit 
policy tending to reduce the impact of inflation and to create conditions 
permitting an increasingly stable development of the national economy 

IV 

Above all, the problem of credit control in a developing economy 
deminds a satisfactory soluUon Yet it is a very intneate one For, 
what IS required in a backward economy is not a simple quantitative 
curtailment of credit, rather it is one of generating an adequate volume 
of credit and conducting it along productive channels The weapons 
required are very subtle At the same lime tlie underdeveloped nature 
of the money market hinders the exercise of the central bank’s control 
In most of the backward countries at least m Asia, the central bank is 
comparatively recent m origin and mexpenenced Tins adds to its 
difficulties 

General methods of credit control, while they are limited in their 
effectiveness even in develoj>ed economies are still more so in an un 
developed money market There being no developed bill market, open 
market operations of the central bank are liandicapped The method of 
variable reserve requirements which is usually regarded os a blunt 
weapon in any cucumstancc has bltle effect m an undeveloped money 
imrket because banks are m the habit of maintaining a very large reserve 
of cash It IS to be noted that in recent years, the percentage of cash 
maintained by Indian sdieduled banks is declining A rise in bank rate 
may be ineffective because commeraal banks are out of debt to the 
central bank, or have excess reserve of cash or mav import funds from 
abroad Because of the inadequate prestige of central banks, moral 
persuasion is out of question 

The central bank s control is further restneted by the fact that a major 
portion of the economy is beyond the place of its influence A large 
amount of production and investment i$ financed with the entrepreneur's 
own resources The amount of credit channelled outside the banking 
system, either in the form of open book credits or of private loans, is 
substantial Credit restrictions aimed at the foreign trade sector of the 
economy are likely to be offset at least in part, by the alternative of ob 
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l-'iiniij; credit from foreign traders or from foreign banks Again, chann 
r ilin g of credit for jiroductiie purposes is not easy Tims many courtnes 
particularly in Latin Amenca l\a\e found tliat the borroiier may easily 
eonstruo a productise purpose for a loan application while at the same 
time dcioting Ins own funds for less produebie and more profitable 
purposes Tlie fact that underde\ eloped economies are particularly 
susceptible to inflation mAes tlie t-isk of tlic monetary authorities a 
spcciall) diiBcult one 

Because of these defects of the general methods of credit control sslec- 
U\e methods of control ha\e many adxantages These are often design 
cd to redress some assumed bias towards particular tjpes of m%estment 
or to ensure preferential treatment for insestinents thought to be espeaal 
1 } desirable Tliere are seicril diflerent t>‘pes of selecbve control 
Some generalisations can be drawn about their nature First they are 
particular!) difficult to administer in counlnes where administration is 
dcfcctise Tims it is usually necessary for botli the central bank and 
the commercial banks to distinguish arbitrarily between essential 
and non-essential sectors of the econom> betx\een productive and non 
productive investment and betwe«i speculative and non speculative 
borrowing Furthennore the authonties must conbnually concern them 
selves with frequent and at times senous iniquibes with possible discn 
minaUon os between banks and with the division of rcsponsibilify between 
(he central bank and the commercial batiks over the approval of ail loan 
ipplications 

&econdlv is an emergency weapon m well marked sectors of the eco 
nom) where credit control can eicrcise a strategic influence on the pro- 
gress of mflabon tliey ire of undoubted value However these are 
additions to rather than substitutes of general methods of credit control 

It ma) be concluded that the banking sjstem can play a creaUve role 
111 economic development It depends however upon the quality of 
the binkers tbemsehes Tliey must adopt a caubous and >et uncon 
ventional attitude to the requirements of the econom) One of its 
greatest achievements will be in training a generabon of men capable of 
Inndlmg the problems of development successful!) The rapid develop 
mcnl of Mevico ind some other Latin American countries has been 
ittnbuteil to their success in building up a cadre of men trained in 
finance and teclinolocy Sudi nxarqpks are wrutb or ehe sn 

underdeveloped economy will be roUmg on within the viaous circle of 
underdevelopment for ever 


If G, FtrciCn Cenfrol Bontme The Inrtnimenl* of Moneiani Tolioi 

(Federal Reserve Bank of New lork 1867) p 77 '^eiary roiiey 
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The Case for Insurance of Bank Deposits in India 


I 

The uvDLVLLoiLi) nature of the binkinj, mechaniim in this country is 
le/Iected in the frequent incidence of bank failures TJie history of joint 
stock bnnking in Indn reveab se\cral distinct phases of banking crisJ, 
some of them of quite a serious mture Ever since tlie Travancore and 
Quiloii Bank failed in 1937 the issue of bank failures had been on tlie 
forefront Tlie issue was relegated ynewLat to the background m the 
war penod This period saw a expansion of bank^ofilces in the 
country Banks began to operate f^h an inflated assets and deposits 
structure All sorts of undestraWlTpractices appeared among bank 
management In the immediate poy war years the crash came Reck 
less expansion of idvnnces and loans of a non liquidating nature a low 
capitil deposits ratio incfRciency aid lack of integrity in management 
the post war stock exchange crisis— -all led to a senes of bank failures 
particularly in West Bengal In face of bank failures the Reserve 
Bank had always pleaded th. irisu(Iiaenc> of its legal powers of super 
vision and control 

fn this context the Indian Banking Companies Act was passed which 
apart from the statutcry requirements regaining tlie volume of loins nnd 
advances liquidit) ritio etc added considerably to the powers of 
supervision and inspection of the Reserve Bank of India Joint stock 
banking in India wa. placed on a sounder footing than ever before The 
banking crisis also -veeded out many of the uneconomic branches or 
unitsS The fifties n this century were slaitcd with the confidence that 
any s^eous bank failure in India could not occur in the future unless 
th<re was gross negligence of duty or error of judgment on the part of 
the Reserve Dank of India In 1956 the powers of supervision and 
cont ol the Reserve Bank of India Averc increased further by enactment 
V Under these circumstances the failure of the Lakshmi Bank in Maha 
^>Lra in June 1960 and more important of the Palai Central Bank in 
the- sam“ year have revived iwoples concern at the frequent mci 
of bank failures Fortunately tins was not followed by any large 
tin on other banks In itself the Palai Central Dank was only a 
sized bank vnth total deposits of Rs 850 crores at the time it 
s doors It was a B class scfliedulcd bank Yet the failure of 
Bank deserved consideration for more reasons than one First 
biggest joint stock bank m Kerala Secondly at the time of 
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Its fiilure It was still a growing concern Its ad\aTices atwi tJeposvts 
were increasing It bad opened a new branch m Delhi onl> this year 
It had been pajing dmdend it the rate of 4 to 5 per cent e\en as late as 
1937 Tlurdly, the storm of cnticasra tfiat wis, m this connection 
le\elled against the Reserve Bank has not left the prestige of that aiitho 
nty absolutely unimpaired Tliere ate reasons to feel that the Reser.e 
Bank has not exercised its powers of inspection and control in the best 
possible wa> Findl> the two cases of failure mentioned above were 
not absolutely stray incidents Only last jear eight non scheduled banks 
went out of eristence Tliese being non scheduled banks their failure 
did not draw much attention at that time But the fact that a bank is 
small m ^ize and m resources does not detract from its importance in 
the economy For the smaller banls cover two thirds of the b inking map 
of the country and are responsible for extending banking facilities to as 
nnnj places os arc covered b> the bigger banks As sources of instjtu 
(lonal finance for indnstiy’ the pos/lton of jmaUer banks w no Jess if not 
more important than that of the bigger banks For they maintain very 
close touch with their customers and with local conditions Moreover it 
is the smaller banks whicli arc the most vulnerable to any Joss of confi 
dence on the part of depositors 

Bank failures pose a two fold problem for an> country There js Erst 
the direct finanaal loss to depositors and capital Joss to shareholders 
Som* idea of the financial loss can be found from Table 1 


Tasle t 

rAro-CP CAPITAL AMI DEPOSITS Of CmiAS JOINT STOCK BAS-KS WmOl H-VVE CONX prro 

UQViDATros on have rmiEUwasE CEASt© to rvsenos 1348 58 * 



Year 

^£> of Banks 

Paui vp Capital 

Devonts 


1348 

43 

182 6S 906 



1949 

55 

13063921 



1950 

43 

l«8 49^22 



1951 

GO 

6207 305 



1952 

31 

1579667 



1953 

31 

1 13 57 917 



1S51 

27 

47^971 



1955 

29 

4645^ 



1956 

19 

19 76745 

54 65 517 


1957 

23 

2755 974 

22 “9 187 



1938 

23 

3293 611 

1 ”4 4“ 560 


• SljUsficat T<jW« Rclafing to Banks l9o8 p 29 


In the United Slates m 1930 banks vvath deposits of S 837 million were 
compelled to close their doors Apart from this immediate financial loss 
liank failures pose a long nm problem affecting the development of banks 
m the country Bank failures lower peoples faith in the banking s)Stem 
and prevent a healthy growth of commercial banks The growih of strong 
hanks and of the banking habit among the people will help m mobilising 
domestic savings ind putting them to productive use Failure of a parti 
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cular bank miy also have chain reactions on* all other banks because 
depositors have lost their confidence in the system as a whole. In a 
country where the efficiency and integrity of bank management is often 
subject to question, such loss of confidence is not unreasonable Yet, m 
the context of the vast Investment expenditures envisaged in the Third Five 
Year Plan and the need for mobilising domeshe resources to the fullest 
extent possible, this lack ol confidence in the banking system can be ill 
afforded today 


II 

Many proposals have been pul forward for lowering the incidence of bank 
failures in the future Among them are proposals for amalgamation of the 
weak and strong banks, insurance of bank deposits, and, if necessary, even 
the nationalisation of commercial banks Tlie proposal that has drawn 
the attention of the largest number is that for insurance of bank deposits 
The eagerness for a Deposit Insurance Corporation for India was inspired 
by the successful working of the Federal Deposit Insurance Corporation 
m the USA Bank failures Iwd been a very common event in U S A, not 
only in the years of the depression, but even during the prosperous years 
of the twenties Hundreds of banks failed every year Between 1921 28, 
5 214 banks failed 659 banks failed m 1929, 1,659 m 1930 and 2,293 in 
1932 By the early thirties the prestige of bankers had reached its lowest 
limit As a remedial measure the Federal Deposit Insurance Corporation 
was set up by the Banking Act of 1933. as amended in 1935 All member 
banks of the Federal Reserve System and qualifying non member banks 
became members of the F D I C Us capital has been subscribed by the 
Treasury and the Federal Reserve System The value of deposits covered 
by the scheme was originally $3,000 for each depositor The coverage 
was later raised to $ 10,000 for each depositor The banks had to pay 
one twelfth of one per cent on all deposits, not just insured deposits Die 
system had met with serious controversy at its inception Previously 
Deposit Insurance Corporations had been set up in many states, but these 
schemes had all come to grief The failure of these state systems may, 
however, be explained by various factors The banks chartered by the 
Federal Government did not partiapate in these schemes The banks 
affiliated with any given insurance sdieme did not constitute a diversified 
nsk No very serious attempts were made to supply the funds with an 
adequate amount of cash Pinahy, the agncultura’l depression ol the 
1920 s was responsible for the failure of many rural banks The success- 
ful working of the F D I C over more than twenty years is ample testi- 
mony to the wisdom of setting up this institution 
Die scheme for deposit insurance had an anti depression outlook 
During the years of the depression when many banks had failed and 
depositors had lost billions of dollars, the policy pursued by the banks 
tended to aggravate the depression further Faced with huge withdrawals 
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o£ cash by panicby depositors banks >\eie unwilling to maintain the 
volume cf their loans and advances Deposit insunnce had a multiple 
purpose First it sought to restore confidence of depositors and aimed 
not only negatively to prevent runs on banks but also positively to en 
courage a return flon of cash to tfie banks when they would reopen 
Secondly it aimed at offering full protection to depositors who were not 
in a position to judge the quahty and soundness of a bank and thirdly 
offering better supervision and etammation for the thousands of banks 
that were not members of the Federal Reserve System or that displayed a 
very high failure rate Thus the original and continuing purpose of 
deposit insurance is not only to protect depositors igainst losses on their 
accounts hut also to improve the quabty of banking and to promote 
general econormc stability by preventing runs on banks with the attendant 
drains on hank reserves " (Report of the Subcommittee of Monetary, 
Credit and Fiscal Policies of the Joint Committee on the Economic Report 
United States 81st Congress 2nd Session) That the basic objectives 
underlying the scheme have been vindicated is evident horn the fact that 
seventeen vears later a congressional sub committee completely accepted 
these basic pnnciples focusmg attention only upon the structural details 
Although the situation in our country is far from that of a depression yet 
the importance of these objectives in the present dvy economy of India 
cannot be overemphasised For the development of sound banking is as 
essential for economic grovvth as during a period of depression 

UI 

The question of insurance of bank deposits came up before the Rural 
Banking Enquiry Committee of India in 1950 The Committee however 
did not think the time opportune for the introduction of t scheme of 
deposit insurance as it felt that the banking situation m the country was 
likely to be fundamentally chiiiged by the passage of the Indian Banking 
Compames Act It felt that as soon as the Reserve Bank s machinery of 
control and inspection had been perfected and a sufficient number of 
banks had been licensed under the Banking Compames Act a committee 
of evperts should be appointed to go through the question 
The issue had also been considered bj the Shroff Committee (Com 
mittee on Finance for the Private Sector) This Committee recommended 
the establishment of a scheme of deposit insurance on the lines obtaining 
m the United Slates to strengthen the banking system and to increase the 
confidence of the public A detail^ scheme on the lines of the F D I C 
was drawn up by the members of the Committee But the scheme did 
not receive further consideration from die Reserve Bank of India at that 
bme The failure of the banks mentioned above brought about some 
rethinking on this quesbon Voices from many sectors began ctamounng 
for deposit insurance In his speech at die Thirty thud Annual Confer 
ence of the Indian Institute of Bankers (Sept 1960) Mr H V R Iyengar, 
13 
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Governor of the Reserve Bank of India, declared that a scheme for the 
insurance of bank deposits was being actively considered by the Reserve 
Bank of India an collaboration with the banking community Then, in 
November this year, Mr Iyengar announced that the condition of the 
banking industry was quite sciund and there was no need for deposit 
insurance in India at present 

Yet there are reasons to believe that the issue has not been given due 
consideration For, the case of the Palai Bank has proved that the bank 
ing situation in this country is not as perfect as could be wished An 
apparent soundness may conceal real weakness Tlie Palai Bank had been 
shown as earning profits For some years up to 1953 it had been declaring 
dividend at the rate of 6 per cent For the subsequent three years, the 
rate of dividend was 4/5 per cent No dividend was paid in 1938 and 
1959 because the Bank had been incurring some losses Actually its posi 
tion was steadily deteriorating from 1951 Tlie dividend accorded to 
shareholders was nothing but a camouflage to hoodwink depositors It 
has since been brought to the notice of the public that the bank had been 
making many advances which could not pay off even the interest rates 
Tliese unrealisable interests were shown as profits, dividends being distn 
buted on their basis each year Then these interests were added to total 
advances Depositors require closer protection against such malpractices 
It cannot also be denied that failure of the Palai Dank his shaken public 
confidence in the banking system Alllwugh this inadent has not prompt 
ed widespread runs on banks, yet its immediate effect was panicky with- 
drawals of cash from the second biggest joint stock bank in India, viz 
the Punjab National Bank Tlic Finance Minister himself had to assure 
depositors that the condition of that Ixmk was quite sound Only tho 
other day the same story was repeated with tlie Indian Bank It would 
be unwise to overlook all these cases of lack of confidence on the part of 
depositors 


IV 

The grounds for deposit insurance may, therefore, be examined m greater 
detail The public demand for a scheme of deposit insurance reflects a 
desire for greater personal safety on the part of individual depositors — 
specially the middle class depositors It is this desire for personal security 
that led to the establishment of the F D I C in the United States in an age 
of instability and insecurity all around From this x>omt of view it is a 
scheme of personal security just like unemployment insurance or old age 
pensions, etc Safety of one class of depositors or reduction of nsk m one 
particular sector of the economy in itself cannot be a sufficient ground for 
imposing an additional burden upon the community Much will depend, 
therefore, upon whether the scheme of deposit insurance is self supporting 
or whether it cannot be conducted without financial help of the Treasury 
Deposit insurance however, has a wider social purpose behind it 
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CommerciTl banks are different from other finaacial intermedianes in that 
their liabilities sene as the circulatmg medium of tlie countrj in a more 
direct sense thin anv other financial asset A period of oxeriU lack of 
confidence m the banking nstem results m hast\ withdrawals of deposits 
from banks The banks are faced with tighien'=^d hqiudiU position As 
a remedy they start disposing of their assets This bnngs about a fall m 
the r demand Uibibties and hence in the yolume of circulating medium 
of the country This approach of deposit insurince aims at preyenting 
deposit \yithdra\yals yyhich result from lack of confidence in one bank in 
particular or in all commercial banks This aspect of tlie scheme is pre 
yentne in character It aims at minimismg loss of confidence and pre 
yenting a run on a bank The need for such a measure cannot be 
oyerstressed in a eountr> like India where the confidence in banks eyen 
in normal times is not of a yer> high order It must also be admitted 
tliat no bank how e\cr sound can yvalhstand sudden loss of confidence or 
h tsty withdraw als of cash for long \s has been stated by a Chairman 
of the Board of Go\crnors of the Federal Reserye S>stem Deposit 
insurance contributes to confidence in our banking mechamsm b) the 
assurance it giies to small depositors of the ayailabihtv of their funds 
\\e believe that the Federal programme of bank deposit insurance has 
made a notable contribution to banking stability (Statement b> Tliomas 
B McCabe Chairman Board of Covemors of the Federal Reserve 
S>stem) 

Tlie second aspect of deposit insurance is a remedial one It aims at 
maintaining the volume of arculaling medium in case of a bank failure 
Insured depositors are suppbed with cash or deposits m other banks to the 
extent of their insured deposits within a few days of the failure of an 
insured bank before liquidation proceedings arc being conducted So 
there is no question of freezing of deposits even for a short period In 
this wav the volume of circulating medium is maintained 

The effectiveness of the first role of deposit insurance depends upon die 
extent to which depositors have complete faith in the solvency of the 
insunng orgamsation and refrim from withdrawuig deposits from a bank 
vyhicli they think may possibly fail Unfortunately in a p-nod of general 
lack of confidence the want of confidence is not concentrated to the banks 
only but 15 extended to all other finanaal insbtutions 

Stnctfy speaking the risk of bank failures does not form an insurable 
nsk As has been pointed out bv H Jones (\rticle m the Economic Jounml 
195S Insurance of Bank Deposits in U S A ) the major factor militating 
against the insurability of this nsk is the catastrophe hazard invoked 
Most bank failures are concentrated within a particuUr period It cannot 
be presumed that the expenence of the past will be repeated m the future 
So the nsk is not calculable for insurance 

MTientheFDIC was set up insurance men objected to calling it 
deposit “insurance since no attempt was made to charge weaker banl^ a 
higher rate than stronger banks Conservative bankers claimed that equal 
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treatment would lead to competition among banks m slackness in the 
granting of loans They said that the bank with loose credit policy would 
get business and the bank with cautious credit policy would lose it 

It IS also necessary to bear m mind that a scheme of deposit insurance, 
while it may remove the immediate cause of bank failures, viz panicky 
withdrawals of cash, does not thereby remedy all the diseases of the bank* 
mg system It may act as a paUiative to the loss of confidence, but does 
not thereby remove the causes which create this loss of confidence Hence 
the introduction of an insurance system docs not as such, commonly make 
socially more desirable the reduchon of the chance or the contingency 
which IS insured against Provision of Ere-fighting equipment is not made 
socially more desirable or necessary because a fire insurance company 
comes into existence Indeed, the society might find it more desirable to 
go into more extreme lengths lo avoid loss from fire if fire insurance com 
panics did not exist than if they did exist ’ (Jones article in the Economic 
Journal, 1938, p 705) It has been argued, therefore, that a scheme of 
deposit insurance in India may lull both the Reserve Bank of India and 
tlie depositors into a false sense of security, thus hindenng a proper exer- 
cise of caution on the part of both 

In spite of all these theoretical arguments against deposit insurance, the 
most commemg argument stv its favour is the remarkable success achieved 
m practice by the FDIC mUSA After founding of the F D I C 
bank failures dropped sharply As early as the middle of 1934, 87 per 
cent of all banks were insured and on 13 May 1936 43 per cent of all 
deposits were insured Tliis much protection contributed greatly to 
renewed confidence in banks Confidence was restored not only in the 
insured banks but also in the non insured banks We may have some 
idea of the situation from the following table 
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It IS difficult to assess the contnbubon of the F D I C to tlus excellent 
record Almost the entire period of the corporations existence has been 
one of rapidly expanding bank credit. generi(l> nsing pnces and expand- 
ing business activitj. The Molent bank uphea\al of the 1930s weeded out 
man> unsound banks Bank supeiMsion has greatly lxnp^o^ ed Financial 
developments too, particuhrlj the enormous and continuous growth of the 
pubhc debt over tlie period up to 1&16 and the stabilisation of the govern 
ment security market by the Federal Reserve System, have permitted banks 
to acquire a larger proportion of liquid assets than was the case in the 
earber years There is still ground to bebeve that a large part of the 
improvement m banking trends was due to the establishment of the 
F D I C Among other reasons, the establishment of the F D I C was the 
immediate factor vvhfle most of the ether factors evolved only gradually 
over time Secondly, the confidence of the banks m the F D I C is subs- 
tantiated by the fact that by 194S, 95 per cent of all commeraal banJj 
were insured 

The corporation has largely strengthened its finanaal position and the 
insurance scheme has been proved to be self supporting According to 
the Annuli Report of the F D I C for the year 1949, during the 16 years 
after its establishment, the corporation had been able to repay the 
2S9 million dollar contribution to the capital made onginally by the 
Treasury and the Federal Reserve Banks It had also built up an insurance 
furd of 1 25 billion dollars The deposits in the insured banks increased 
four fold since 1934 and totalled 153 bilbon dollars at the end of 1349 for 
IW milbon accounts, 96 per cent of which were fully msured under the 
$5 000 maximum Insured deposits amounted to half of the total deposits 
The deposits of 13 628 banks were insured by the corporabon on 31 
December 1349 In 1950, assessments of premia were adding more than 
100 million dollars a year to the fund 

The F D I C s record of adiievements has reached near perfection be 
cause, apart from its insurance corporation function in case of Uquidalion, 
It IS empowered to deal with banks in difficulty in a very effecbve alter 
native manner These powers permit the corporabon to grant loans and 
to purchase assets for the purpose of amalgamabng the distressed with 
stronger banks This procedure has resulted in much smaller Josses 
would have come from outright bquidabon proceedings and consequently 
required less recourse to the insurance tund 

Another ment that can be claimed for deposit insurance is that it ensures 
a closer supervision of banks The supervisory funebons of the F D I C 
revolved round the insurance of deposits of banks that are insured and the 
termination of the insurance The supervisory funebons of the F D I C 
relabng to Stale insured banks parallel to some extent the funebons exer- 
ased by State authonties and as to national banks and State member banks 
dupbeate to some extent the funebons of the CompboUer of the Currency 
and the Federal Reserve System These dupheabons of authority m bank 
supervision somebmes lead to much confusion and delay, no doubt How' 
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ever duplication in practice is largely avoided by co operative arrange 
ments 

Tlie utility of duplicating the s ipervisoiy agencies in India may be 
questioned when such wide iwwcrs of supervision and inspection are al 
ready possessed by the Reserve Bank of India It is true that the statutory 
powers granted to the Reserve Bank -ire so extensne that bank failures 
should not occur in India under normal conditions If however the 
Reserve Bank fails in its duty there must be some second line of defence 
The Palai Bank incident is a case in whicli the Reserve Bank could not 
fully absolve itself of the charge of non fulfilment of duly In spite of all 
legal provisions it took that authority mne yeare to realise that the condi 
tion of tlie Palai Bank was hopeless and the earlier it was liquidated the 
better A deposit insurance corporation may provide that second line of 
defence Unsound banks may be expelled from the Fund or their liquida 
fion ordered Insurance may further be refused to banks which do not 
ser%e the convenience and needs of the economy Hie corporation may 
also facilitate the merger or consolidation of an insured bank by makmg a 
loan to the purchasing bank 

As regards the charge of duplication of authonty we can quote a state 
ment by the staff of the Federal R'*serve Board— the wide powers granted 
to the F R S "deal only indirectly with one of the casual factors which in 
the past have greatly aggravated cyclical developments viz panic with 
draw'll of deposits Deposit insurance is the system set up to prevent that 
considerable part of a liquidating process which is due to the panicky with 
drawal of funds by the general public (Federal Tieserve Bulletin Feb 
1950 p 153) 

The case for deposit insurance in India can be made on another ground 
as well The majonty of depositors or would be depositors in our country 
nr© not in i position to judge the soundness ar d integnty of a bank A 
scheme of deposit insurance will afford some protection to this class of 
depositors Possible lack of vigilance on the part of these depositors if 
bank deposits are insured need not be a very great hindrance to any 
scheme of insurance of bank deposits al least m our country 

The success of a scheme of deposit insurance will depend upon the 
range covered by such an organisation A deposit insurance corporation 
cannot be self supporting if only the smaller banks participate jn if The 
premia collected from these banks will not amount to much On the other 
hand it is these banks which show a higher rate of failures Unwilhng 
rcsS of bigger banks to join the *cheme will b“ the biggest hindrance to 
its operahon Many of the bigger banks m India are against insurance of 
bank deposits as they feel that they are not going to gam much by it 
Their stronger assets and capita! structure and the greater pubhc conG 
dence enjoyed by them have put them in a secure position The propor 
bon of deposit accounts covered by uisurance in their case will be smaller 
than in the case of smaller banks because bigger banks usually funebon 
with bigger deposits let they will have to pay premia on all deposits 
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not just insured deposits The cost of deposit insurance for them snll be 
more than proportionate to their gams Indirect benefits of large banks 
however more than outweigh their proportional contribution m a 
scheme of deposit insurance Tlie annual premia m respect of insurance 
of deposits need not be prohibitive if these banks reduce their interest rate 
on fixed and savings deposits by a very small percentage (say 0 1 per cent) 
and pay their premium out of it Indian banks in their scramble for 
deposits are today paj in" -nuch higher rites of interest than could be 
justified by their capital stiaictiire 

All these arguments point to the utility of introducing a scheme of 
deposit insurance in India There is however a very big if Tlie 
lasurance sjstem will come out successful only if people hive full confi 
dence in the insiinng ag-^ncy In underdeveloped economies it is very 
d fficult to secure full public confidence in the institutions of the money 
and capital markets \ deposit insurincc corjwration must prove itself 
worthy of that confidence 
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Risk Bearing and Expenditure Tax 

Introductum 

Amidst the miny virtues of an expenditure tax Kaldor in his book An 
Expenditure Tax has also counted in its alleged neutrality with respect to 
nsk taking In this paper I shall try to show that so far as financial in 
vestment is concerned there is no reason whatsoever why an expenditure 
tax shall not disenmmate against nsk taking at all Nevertheless under 
some circumstances a switchover to an expenditure tax from an income 
tax may promote nsky investments But such instances would not be 
frequent enough so that we can make a general case out of them To 
confine our problems within a managable limit I have made use of some 
simplifying assumptions without deviating from what seems to me the 
basic assumptions of Kaldor s book Tlie more important of them are 

(1) All savings are ultimately consumed The mere act of saving has no 
utility of its own and saved up resources denve their utility only from 
their consumption in future 

(2) rhe level of real income is stationary * 

(3) The form of taxation both under expenditure tax and under income 
tux IS proportional * 

The above three assumpbons justify themselves by doing the necessary 
tnek in reducing the formidable task of finding out an “equivalent tax 
rate to a mere routine Besides I have the feeling that neither a fast grow 
mg economy nor the presence of a class of investors who accumulate for 
Its own sake create the proper atmosphere for studying a proposal for 
encouraging saving and nsky investments As regards the third assump 
tion I have only followed Kaldor s lead in this matter 


AcconJing to Kaldor an expenditure tax as opposed to income tax will 
be neutral with respect to nsk takmg since an mvestor can always start 
Expenditure Tax London I95S Chap HI The si d chapter has cone throuah 
w nee * recent arl cle (Review of Economic Stud ex June 1958 p 206) 

, , ntral propos lion has been unaltered 
bon or defsumpt on is not absolutely essential but it helps to clarify the expos tion 
than in the'il'l h® * ''®h' obvious 

, , Tiake no distinction between consumption and expend hire This may 

with bigger eftnother simplifying assumpton 
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from 3 giien position sfter the unposibon of the lax b> accumulabng 
capital “ttithoiit reducing his consumptiOD at all b> in\estuig m more 
"high jaelding securities and this process of “getting something for 
nothmg will onl> stop at his earher preferred position before the imposi 
tion of tlie tax * 

Kaldor seems to be aware that “more hi^ jaelding securities under his 
assumptions are also subject to greater nshs and the imestor described 
aboie is not rcallv getting something for nothing but is only bemg com 
pensa’ed for the additional nsl.3 borne But what he does not taVe mto 
account sufScienllj is the changed nature of the additional income obtain 
ed for assuming greater nsVs after the imposition of the expenditure tax 
To eluadate let us pursue the numencal example* given b> kaldor to 
prove his poml 

If we call the spectrum with 5 per cent interest A and that w^th 4 per 
cent interest B then A is definitely more than B and the investor 
has revealed himself to value this additional nsk (I) more than tlie pros 
pert of getting X^500 extra (b> not choosing \ when a 50 per cent income 
tax is imposed) but (II) less than the prospect of getting £1 000 extra (by 
choosing A when no (ax is imposed' wluch either just compensates or more 
than compensates the diSerential nsVs involved 
Botli £500 and £1 000 can either be spent or sav ed as one is net of tax 
and the other is free of tax Now when an expenditure tax is imposed 
the investor has a choice to take B and thus not subject himself to greater 
nsV^ or to shift back to his onginal position A and sav e £1 000 extra as a 
compensation for bearmg additional nsVs kaldor argues that under such 
circumstances the investor cannot fail to choose A since £1 000 is su£B 
cient to compensate for the differential mks mvoKed Difficulties arise as 
soon as «e recognise Uiat if under expenditure tax the imestor chooses 
B and sav es £1 000 he can consume £1,500 and pa^ £1 500 m tax and 
the net difference in the two prospects A and B comes to £500 once agam 
which IS not suffiaent to induce the investor to swatch back to A More 
generallj if the investor plans to spend an> given amount wathin £0 to 
£2 000 Uie difference between the two prospects is alwajs £1 (XX) saved 
more while if tlie investor plans in advance to save any amount from 
£0 to £4 OCX) the net difference between the prospects is th® utiht> derived 
from consuming £500 more The explanation of the above paradox (as 
kafdbr fiimselF points out in another context*) hes in the fact that while 
under income tax (or when no tax is imposed) an> amount sav ed wall not be 
taxed subsequentlj * under expenditure tax the tax Iiabilit> is only post 

* Op nJ p 119 

' p 1 0 I assume that by an eqmvalent spending tax of a 50 per cent 

inrortie tai he means an identical rate of lax on gross expend *1116 This is m line 
"■‘'I' an carl er example n the book (p 86 n 4) By gross expenditure we mean 
twLed ie\ei of consumption plus tax payanents (under expenditure tax) to maintain 
that lead of consu-npt on 

• tb-d pp S'i-Sl See abo pp 13i-S4 

Wh le vAen no tax u i-ntosed even the in crest earned on such savlnes will be 
lax tree under income tax, this will not be the case This need not deter us for 
tr e present. 

14 
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ponecl to a later period unless saving decwion is renewed afresh in each 

succeeding year ir definitely If all savings are subsequently dissipated 

and if the tax rate remains constant throughout then in Kaldors example 

the present value of £1 000 saved m terms of spending power is really 

£500 

Xaldor however seems to imply that once £1 000 is saved it is con 
verted into “safe income' and the investor may consume it in later period 
without bothering about whether the discounted value of his expenditure 
covers the nsk price of the additional £1 000 income which by that time 
has become quite Mtele\ant OI course this may be a way in which a 
particular investor may behave more generally investors will evaluate the 
consequences of their decision to invest or not at a point of time when the 
nsky character of the additional income is still relevant On the other 
hand if tlie man happens to be under some sort of money illusion he 
may be indifferent between £1 saved under expenditure tax and £1 saved 
when no tax is imposed though in terms of spending power the real 
value of the former is just the half of the latter But since this implies 
that the individual cannot compare the utility derived from £ 1 saved 
more and £l consumed more even then we have no clear cut answer 
about whether A will be chosen unless we assume that when no tax is 
imposed the investor spends the identical amount irrespective of his choice 
of A or B * 

It may be mentioned here that Kaldor has used the concept of an 
equivalent spending tax of an income tax in t^vo different senses 
One IS that of mathematical equivalence Thus an equivalent spending 
tax of 50 per cent tax on (gross) income is 50 per cent tax on gross 
expenditure and which works out to be 100 per cent tax on net expendi 
ture More generally an equivalent spending tax rate of an income tnx 
rate “t is f on gross expenditure or ^ on net expenditure For 
avoiding confusion we shall always call such an equivalent tax rate as 
identical tax rate on gross expenditure 

The other concept of equivalent fax rate is that of logical equivalence 
namely the expenditure tax rate which yields the same revenue that the 
treasury realised under the given rate of income tax Since we are consider 
ing only proportional tax rates such m equivalent spending tax would 
not realise the identical amount of revenue for each individual that hd 
was paying to the treasury befOTC the changeover to such an equivalent 
tax As a result some will gam and otfiers will lose This has presum 
ably some relevance for nsk taking too and we shall consider their implica 
tions in the next section Henceforward whenever I refer to equivalent 
tax rate we mean the above concept of equal revenue tax rale In the last 
section I shall try to justify the usefulness of such an equal revenue tax 
rate m connection with nsk taking It may be also noted here that we 


• Op clt p 119 

*I leave t to the readers to fnd t out for themselves 
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ha%e not foUoN%ed Kildor m spotting out this equiialent tax rate Accord- 
m" to Kaldor, temporarj saving cancel out m a stationary populabon and 
they cannot therefore, affect the revenue realised b> the treasury This I 
bebeve to be wrong since while saving increases ones total tax payment 
under mcome tax, dissavings does not reduce it Secondl) , if one portion 
of mcome is saved permanently, then the equivalent tax rate cannot be 
spotted out so easily as it is suggested by Kaldor by bringing m the concept 
of tile representable saver This is because, once vie svvatdi over to an 
equivalent spending tax rate, jietmanent savings (in so far as they are 
iiever subject to taxabon) will increase We naturally have to raise tlie 
tax rate further and tlus wall again increase pennanent savings and so on 
To spot out the equivalent spending tax rate would be like chasing 
after will-o tliewisp unless we reach a position when nobody is inclined 
to save further, permanently The first assumption was made primarily 
to avoid such pitfalls 


It 


In the preceaing section, we have shown that for the investor in Kaldors 
example, the switchover from an income lax to an identical rate of tax 
on gross expenditure does not affect, in any way, the addiUonal reward 
of a more nsk^ asset in terms of spending power For other persons, 
who unlike the Kaldonan investor do not consume under income tax tlic 
enbre proceeds of his mvestment in Oie year it is earned ’* the above, 
however would uot be true To bring this out clearly, let us assume all 
investors deposit the non-consumed part of their proceeds with a bank 
and botli under income tax and expenditure tax, r is the rate of interest 
offered by the bank on such deposits " Now interest earned would also 
be taxed at the rate of t under income lax Then £1 saved for n years 
under income tax becomes £(1-0 (I + r— rt)", which is the net sum avail 
able for spending m {n4l)lh year Under expenditure tax, the same 
pound accumulates to £(l4r)* and the net sum available for spending 
m this case is £^1-0 (1+r)".'* 

Tlius the postponment of consumpbon of a given amount (net of tax) 
increases tlie net sum available for spending in future it the rale of r (l-t) 
under income tax and at the rate of r under expenditure tax To put it 
m other words if y is the proceeds of a given imestment, then under 
income tax, an individual may choose among any time pattern if distribut- 
ing his expenditures, so long as the capitalised value of such expenditures 


** Op cil , p 120 

"This seenis to preeJude nskj imestmeDls W«, ho\«ver, need only to assuma 
Inat in evaluating the uULty of a given income the income earner is guided by such 
an UDi(7«e rate of transforming one urat of coosumpboa in rth period info one unit 
ot consumpbon ui t+llh period, which appeals to him as a perfectly riskless invest 
mrat, and m capitalising a given hme^pattera of consumpbon he uses an idenbcal 
rate or discount, 

'* t stands for income tax rate and for an idenbcal expenditure tax rate Bv an 

expenditure lax rate, we shall alvvays mean the rate of tax on gross expenditure 
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discounted at the rate of r (1— t) equals y (1“<) while uudei an identical 
rate of expenditure tax, lie may choose among any way of distributing his 
expenditures so long as its present \alue, using r at the rate of discount, 
equals y O— f) So if the investor happens to be a temporary saver, then 
a switchover from an income tax to an identical rate of spending tar. 
Will mean he can buy up an identical bundle of expenditures stream and 
jet retain a part of Ins disposable income unspent, since the capitalised 
value of that bundle of expenditures will fall short of his current con 
sumable income as the rate of discount mcrcases from r(l — t) to r For a 
temporary debtor, i e one who antedates his expenditures by borrowing 
from the bank at the fixed rate of interest, the opposite will be true and 
for him the net sum available for expenditure under income tax wall prove 
insuIBcicnt for buying up the same bundle of expenditures as before “ 

But an identical rate of spending tax will more often than not be 
different from an equivalent rate of spending tax, which yields the 
same revenue for the treasury in terms of discounted value For the sake 
of simpbcitj let us assume (hat the entire revenue realised in any year 
by the treasury depewted wvth the same barvk and vt has to pay no 
tax on the interest earned on such deposits For the treasury, therefore 
the rate of discount will always be r for arriving at the capitalised 
revenue out of a given income ’* 

Assuming all savings are ultimately consumed the following results 
can then be easily deduced ** 

(1) If S, IS the aggregated portion of F consumed m the current year 
and S» the portion of Y consumed in nth year then the total revenue 
reabsed out of Y (the aggregate income of all individuals) under mcome 
tax where t is the rate of tax will be T, Ft + ( 1 - t) ^ {Sn - SnP^) 

where p = a positive fraction The second term in the above 

xum allows for taxes on mteresl earned by temporary savers on the saved 
portions of 1 minus the value of tax reductions enjojed by the temporary 
debtors on all debts ultimately retired out of their shares in 1 *' Only 
when it cancels out the idenbcal rate and equivalent rate will be the 
same 

(2) If the expenditure tax nle is t' and the amount of revenue realised 
under expenditure tax is T, then T. =Yt' whatever may be tlie distribu 

’’The'ie are of course not new for those who have gone through pp 84-S6 of 
Kafdors book 

“ An Expend ture Tax p 121 n 1 We shall stnrtly adhere to this meaning of 
an etpiivafent tax rate 

“ We assume lax payments cannot be antedated 

" In amvmg at these results we have assumed that the inferest earned (or pa d) 
oti savings are add^ (or snbfracted) to the consumption of the principal m the 
year it is consumed 

If the income of the temporary debtors after allowing for interest payments on 
his borrowmzs is negative in a >ear be cannot gel the full value of the tax deductions 
at the rate of the tax on his interest payments We shall however neglect ft Hence- 
forth we shall regard antedating of consumption as uostpomnent of it for a negative 
lime penod and the debt meuned for that as past savings out of current income 
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tion of 1 among different income reapients and wha(e\er may be tJieir 
time pattern of expenditures 

(3) For an equivalent tar rate t, T,=T,, hence because of (2), t = 

. If IS tlie income of a p\en individual and T, is the capitalised 

1 alue of direct or indirect tis payments out of ^ t under income tax," 
then ('= ^ or *1'® (weighted) average of -^=(.(say) for all 

individuals weighted by their respective incomes 

(4) After the cinngeover to an equivalent tax rite t on expenditure, tlie 
net sum available for spending for a person with a given income 1,, will 
increase, decrease, or remain the same according is 4. (1-0 is greater 
than, less than, equal to F, — 7i=y, (1-/^,), le the capitalised value of the 
time pattern of spendmg 1 , under income lax, discounted at the rate of r, 
or according as t. for that individual is greater tlian, less than, or equal to 
i' the average of hs 

(5) For all persons for whom t, > f, the utility of will be greater 

under expenditure tix tlian under (an equivalent) income tax Let out 
of I’l, Xt, Xi, X, , denote the respective amounts consumed under 
uicome m different periods Now the very fact of switchover to an ex 
peadjture tax will lead to a change m tlie tune pattern of spending 
Ft for all income earners (Optimisation over time requires that each 
income earner, by borrowing or lending will so adjust his consumption 
pattern, so that m equihbnum, lus marginal rate of time preference 
between any two consecutive vears, equals r under expenditure tax and 
r (1-f) under income tax) Lei Z„ Z„ Z, denote corresponding 
amounts consumed under expenditure tav It follows from (4) tliat any 
one for whom t, v t", can clioose (rt«=0. 1, 2, 3 ) where for 

each n, X'n^ Xn and not for all ti, X’*=Xn So the vector {A"„} is on 
a lugher level of utihty surface tlian the vector (Fn). Now {Zn) is either 
preferred to (or indifferent to if his preference field is only uxaUy ordered) 
(Xn) So {Z„} is on a higher level of utihty than {Xn} ** But can we 
conclude from (5) tliat a swildiovcr from an income tax to an 
equivalent expenditure tax will promote nsk taking^ To imve at 
such a conclusion, we have to show in the first place that 
the wiilmgness (o postpone consumption is posiCivefy coirefatecf with the 
wdluigness to take nsk Besides, even if such a correlation exists, for 
in mvestor with t,> f, the utihty of Uie safer altemabon (like B) to the 
ns]c> venture (hke A) will also increase If we assume diminislung 
margmal utility of mcome, (or, for that matter, of consumption) the utihty 
of (A-B), le of tlie reward of additioaal nsk taking will be less from a 
higher level of utihty than from a lower level of utihty So we cinnot 

“Discounted at the rate of r as tisnal 

” This will also be true for a person with f,=t' if we assume his preference field o 
be strongly ordered 
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even say whether the net increment to utiLty because of (A-B) under 
expenditure tax will be greater than under income tax 
Lastly if the utihty of a given income is greater under expendituro 
tax, the prospect of losing the same amount will also have greater dis 
utility under expenditure tax ** The above consideration seems to me 
sufiiciently strong 


III*' 

When we compare the effects of alternative forms of taxation on risk 
taking we generally assume a given investment portfolio for the risk taker 
or the income wealth position of the mvestor is assumed to remain un 
changed But a change in the form of taxation may seriously affect the 
income wealth position of the investor as well Now for some reasons 
I need not explain here at length so far as financial investment is con 
cemed an augmentation of the size of investment portfolio may also lead 
to a leftward shift of the investment spectrum to greater risks so that 
investment like A will not only increase absolutely hut also relatively at 
the cost of B 

But the difficulty is that for a stationary population with its income level 
remaining stationary tho aggregate temporary savings will be nil So 
though just after the switchover to a spending tax total savings (hence 
investible fund) may increase total dissavings will also increase after a 
given lapse of time so that both savings and uissavmgs will attain equality 
once again but at a higher level Thus if an investor because of an increase 
of his total investible fund shifts to investments like A at a later stage 
of his life he has to liquidate such investments so that the net increase 
in the supply of and demand for risky investments will cancel each other 
out Onlj in a growing economy the supply stream will always lag be 
hind the demand for (nslcy) investments and the significance of this lag 
may increase under expenditure taxes as regards risk taking But this 
we have ruled out in the very beginning ** 

IV 

Different tax forms also reduce nsks assumed by tlie investors in so far 
as the portion of the losses incurred can be passed on to the treasury m 
the form of a reduced tax bill Now an expenditure tax provides 
adequately for the carry forward of losses indefinitely to offset losses 


” Of course here aga n from a correspond ngly higher level of ufility the disutil ty 
of risking tjie same amount may be less 

' This section explores a poss bil ty suggested by Kaldor himself Risk beanng and 
Income Taxation Review of Economic Studies June 1958 p 206 n 4 

” Kaldor points out this on p 135 n 1 of Ins book But he misused it altogether 
for while saving increases tax payments under income tax dissaving doe? not reduce it. 

"For similar reasons we ignore here that savings of the permanent savers may 
increase under expend hire tax 
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suffered xn ui\esta3ents agajnst his gams or other sources of income** 
For that the mscstor has onl> to reduce his consumption expenditure b> 
the amount of Ins losses o\er as long a penod as he ma\ choose \o\\ if 
die in%-estor equals lus total income (net of tax) mth total expenditure, 
he cannot but fail to reduce his expenditures bv the amount of lus loss 
TIius an expenditure tax bhe an income tax with full loss offset reduces 
nil at the same rate as it reduces \ield the onli difference be ng while 
under income tax all sorts of adjustments are to be made b> tlie tax 
collectmg authonties under expenditure tax tbe> are to be made b% the 
tix pajer himself 

•\ssuimng perfectlj saf» mxestmenls do not bring anj return an expen 
diture tax rate will not affect the rehim p-^r unit of nsh of an> mxeslment 
Thus kaldors lumch se^ras to turn out to be n^t after all* But an 
imposition of tlie expenditure tax (or an increase m the rale of taxabon 
of It) will also reduce the income of an iniestor and this bungs in further^ 
complications 

Suppose before imposition of the tax the inxestor in equihbnum 
chose an imestment spectrum the rate of return and die rate of nsh of 
which are y and r respccti\el> Untiog U for utihtx V for disutility 
and usmg suiHx notabon for parbil demibaes a* for that 
mcestor 

Now after tlie imposibon of an expenditure tax both y 'ind r are 
reduced at the nle of the tax so that the relalnc pnce of y in terms of r 
remains undiing-xl Bui scnce the uicome of the imestor is also reduo* 
ed botli die marginal utilit> of the \ield (I?,) and the marginal dis 
utiht> of nsk (V,) max change and if the latter changes more Uian pro* 
poitionalelj in relabon to the former the new situahon will 

increase so that the iniestor will reqmre a higher rate of >neld to com 
pensate a gwTii rale of nsk 

\ssuTning diminishing marginal ublitv of income once again a reducbon 
m income anil increase the utibtj of a ^aen amount of ^aeld but it may 
also increase the disubhtj of a giaen amoimt of nsk It is the failure to 
recognise this that led Domar and Miisgraae to lli** paradoxical result that 
total nsks wall necessarily increase after a full loss income tax is imposed ’* 
\ssuming die in\ cstor s w ealth to remain unchanged they argued that 
since the unposihon of a full loss offset income tax reduces the m\ estor s 
income he wall try to take more nsk to maintain the same Ie\ el of mcome 
But if lus income is reduced he max show greater reluctance to expose 
his capital to nsk as well As Kaldor points out wlule reduchon in mcome 


‘ This been pointed out ba E Cao Brown "Mr Kaldor On TaiaUOn and 

‘“ti beating Rmetn of Economic Studies, p 51 

is the incTt^ in the rate o! yieU, required to compensate the tna estor for 
a small increase in the rate of rah. 

R A, -PmpoijKnul Income Tmiion »nd Rul 
Journal of Economies May l&H pp SS9-92 
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^vl]l make people work hirder, the effect on risk taking will normally 
be the other way round ” 

The more rigorous proof given by them also suffers from the same 
defect They claim that their conclusion follows immediately once wo 
assume diminishing marginal ubhty of income ” But the second pro 
perty of their indifference curve cannot be deduced from diminishing 
marginal utility of income alone Kaldor on the other hand believes that 
all tha three assumptions on p 402 are required for this proof ” This is 
not quite correct since the slope of their indifference curves is U^/V„ its 
partial derivative with respect of y when'r is constant will be nega 
tue if C7jy< 0 and V’y,=0 Hie first follows from diminishing marginal 
utility of income (their first assumption) and the second follows from their 
third assumption on p 402 But as we have argued will also be nega 
tive so that the above partial derivative may be also positive *' 

Furthermore if we stick to the ICaldonan assumption that a reduction 
in income will as a rule discourage mV taking an expenditure tax 
inspite of Its full loss offset character will discriminate against nsk taking 
But since personal income taxation with full loss offset provision can 
hardly be reconciled witli the present day income tax practices a switch 
over from an income tax to an expenditure tax may be expected to increase 
the relative price of yield in terms of nsk for a purely financial investor 
But here again what the investor gains the treasury loses in the form 
of a greater share in the total nsk 


V 


Besides one or two considerations in Us favour the switchover to an expen 
dituxe tax does not appear to hold very bnght piospects for promoting 
risky investments But this may be due to cur obsession with the concept 
of equivalent tax rate i e our desire to equate the revenue realised 
under altemabve forms of taxation Now if we assume that a pubbe 
imestmert is an increasing function of tlie revenue realised and what the 
investors as a class gam the treasury loses then private investment will 
only be encouraged at the cost of public investment This may of course 
promote nsk taking but once the treasury is ready to sacnfice a part of its 
revenue a host of other incentive sdiemes for promoting nsk> invest 
ments become available for corsideration It is not tlie purpose of the 
paper to enter into a pedantic discourse on the relative ments and de 
the initial administrative cost of switching over to an expenditure tax it 
the initial administrative cost of switching over to an expenditure tax it 
turns out to be a V ery simple and elegant built m incentive tax system 


'An Expenditure Tax P 110 
* Op cit pp 403 412 n Q and p 413 n I 

” Risk bearing and Income Taxation Retteto of Economic Studies 
In this he is at one with E Cary Brown op eit pp 49-50 
‘ It may be po nfed out the first pr o p e r ty of their indifference curves 
qu res that U,, »0 which again folV^ from their third assumpbon 


June 1958 
sim larly re- 



RISK BE.U'>D»C AND ISrEXDrTVRE T\X 


113 


In tlie Erst phce it automatically operates as a full loss offset lax sj-slem. 
Secoudl) It does aw-aj wath the discnminabon agunst fluctuatmg mcotne 
of a progressne income tax A progr«sne expenditure tax suffers from 
no such defect as an indi\adual bv eaemng out lus consumption expendi 
ture can ai oid an unnecessarily higher rate of marginal taxation As the 
financial in\ estors m nsk> x enture plajang a mixed game of sbll and 
cliance haxe to face penods of occasionallosses and lugh profits ahhe, dis 
crimination against fluctuating mcome wall mainlj hurt tliem Tlurdly as 
Kaldor hims If pomts out it makes the obnoxious s) stem of corporate 
income tax rather redundant This may also act as good effect on the real 
imcitors psychology X-astly it works as a comcment form of encourage 
ment to that porbculir dass of inxestors which accumulates for its own 
sake and regards the saxangs of the soaety as a sax ed trust not to be dis 
sipaled in unproducbx e consumpbon 

SUPPLEMENT XR\ NOTE 

Since I xxTote this paper I came across an irticle by Irxmg Fisher Tara 
doxes m Tixing Saxang Eccnotuftrica April 1945 ^o’ 10 No 2 In that 
article Fisher considers two hyiiothetical xxays of taxing a real mxestor 
The abox e two ways correspond to a proportional expenditure tax and 
income tax as considered by us Since he considers a real investor he 
does not equate the rate of return on saving (or inx estment) xxath the rate 
of discount which IS presumablx dclermmed by the market rate of dis 
count For a finanaal mxestor the ixxo rates max be assumed to be equal 
For the treasury hoxx ex er there max be little justification in using the 
market rate of interest for denxang the present x-ahie of realised rex enue 
It max be hoxxexer argued that Re 1 reahsed noxx may be used for retir 
mg public debt of Re 1 In so far llic fuUire to realue rex enue noxx xxall 
compel llie public authonlies m floating public debt and assuming further 
that the rate of interest on government secunbea is equal to r the market 
rate of interest r may also be used by the treasury as a rate of discount 
under income tax as well as under expenditure tax But the public autho- 
nli“s max directlx resort to net monex creabon too Besides the govern 
ment IS also a real mxestor and the werage yearix rale of return on public 
inx estment may be greater tlian r 

So iiom a stnctly economic pomX ol aiew ^le rale of discount relex^t 
for the public autlionbes mix dexaate from the market rate of discount 
This may also lead to many paradoxes as the rate of discount relex ant for 
the financnl imestor is his marginal rate of time preference xxhidi in 
equilibrium must be equal to r In mx piper 1 imphcitx assumed tint the 
rate of interest r is not affected by the sxvitchoxer from income tax to ex 
penditure tax Now I see that r may he reduced just because of the 
increase supply of saxangs (or as the necessity for capitalising the taxed 
portion of interest pavmcnl amder income txx being xxaped out) under 
expenditure txx and this may promote nsk-y (or notso-nsky) m\-estments 
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af they arc. interest elastic But if all sayings are temporary savings then 
there will be only in once for all ^purf in total savings (and total nsky 
investments) in a stationary economy ay considered by me 

In 1 gro>\ing eccJnorr^ as T mentioned in my paper even if a fixed 
portion income is saved temporarily total savings may be rising for ever 
But in a growing economy the average expectition of any income earner 
IS a nsing income trend — and this is not favourable for jiostponment of 
consumption (see Flaw i ig oncf the Plans by A Disgupta and others 
pp 104 05) 



.Vmndya Datta* 


Japanese Scholarship and Growth oj Industrialism— A Note 


CuTTiNC \CROss all tlie cantro\eisics o\er the role of entrepreneurship m 
Ujc emergence of industrial capitalism is tlie fact that tlie fitnl shift m 
fuoiir of formabon of mdustnil capital, occurring m the lubtoncal 
transition from feudahsm to capitalism, consists m or is conditioned by i 
clccisne shift in assets preferences, so tint the surplus is accrued tliere- 
upon predominantly in the form of profits from manufacture tlirough 
emplojanent of wage labour rather than m the forms of rent, interest and 
trade margms (mercantile profits on alienabon from pelt>' producers). 

Mere tnoi\ledge of tins broad and sweeping fact, which is really but 
tlie epitome of the outcome, howeaer, gi\es little insight into tlie work- 
ing out of the transitional stresses and tension Tims, when Maunce 
Dobb underUned tins broad fact quite early in Ins career of an economist, 
he did signal seiaace to dispel alustoncal tendencies, but, for all that, be 
could only toudi upon tlie frmge of the problem 
In England tlie two hundred and odd >eaR which separated Edward 
HI and Ehzabetli were transitional m character Dobb charactensed 
tins penod Uius ‘Tlie dismtegntion of the feudal mode of production 
has alreadv reached an adinnced stage before the capitahsl mode of pro 
dueboa de\ eloped and this dismtegiabon did not proceed in any close 
association with the growtli of the new mode of production within the 
womb of the old ” (Dobb, Studies m the Detchprnent of Cttpitaltsrn ) In 
attempting to analjse tlic processes of deiclopmenl during tins transitional 
penod, Dobb, hke man> oUicrs. was mdebted to Mars for Ins famous 
classification of Uie ‘two wajs’ of capitalism "According to the first — 
the really ‘rei olutionary waj’— a section of the producers tiiemsehcs 
accumulated capital and took to trade, and m course of time began to 
organize production on a capitahsl basis free from the handicraft restnc 
tions of guild According to tlic second, a section of tlie existing merchant 
cliss began to ‘take possession dirocth of production' tiierehy ‘semn" 
liistnnralbj ‘’s,a.mnjTi.Qf.tinnsjtinn!,h)it.hftcnmjni5,aj«nhuiUi> ‘an, alu-ianln; 
to a real capitalist mode of production and dedimng watli the de\ elopment 
of the latter " (Ihtd ) 

This general thesis has remained a main element of Dobb’s Studies 
Tet he could not apparently cany the analysis far enough Tins was 
due to die fact that, on tlie one hand, he could not eatend and apply to 
die field of agnculture the theory of the two way’s and, on tlie other, ho 

* Fonueih Ford Foundjlion Rescareh Fellow, Department of Economics Uni- 
versity o{ Calcutta, now. Lecturer, Department of Economics, University of Buidwan 
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tot himself bogged in a rather unrealistic theory of original iccumula 
tion Both these failures were of course interdependent Before we 
turn our attention to the genesis and outcome of these failures we shall 
do well to consider at certain length the fallacies involved in the analyses 
of those ^vho failed to take piopcr cognisance of the two ways 

Nef and Sweezy may be takrai as belonging to this latter group 
Tlius Swtezy writes If we interpret Marx to mein that the really 
revolutionary way was for those with disposable capital to launch full 
fledged capitalist enterprises without going through the intermediate 
stages of the putting out syst-'m we shill I think have little difficulty 
in finding a wealth of evidence to support his contention Nef has 
shown conclusively (of course without any reference at all to Marx) that 
what he calls the first induslrnl revolution m England (about 1540 to 
1640) wis very hrgely characterized by precisely this kind of investment 
in such new industries as mining metallurgy brewing sugar refining 
soap ilum glass and salt miking economic supremacy over all 

rival nations and tho first bourgeois political revolution (Sweezy 
Tramitwn from reuchhsin to Capttahitn) Tlius Sweezy turns the 
theory of the two ways into the question whether the same commercial 
capital transformed into large capitalistic enterprise directly or through 
the putting out system Tins wis obviously an egregious misconstrue 
lion Th* full fledged capitalist enterprise mentioned l>y Sweezy 
(quoting from Nef) in support of hts own ir tcrpretation or the big manu 
facture wis a privileged manufacture based on the Patents of Monopoly 
granted by the absolute mrnaich under protection offered by such abso 
lute monarch in which the courtier capitalists and big commercial capi 
talists relying on the prerogative of the absolute monarch tried to deny 
the producer chinces for rising up in status European as well as 
Japanese scholarship has deadcdly rejected the interpretation of the 
privileged manufacture as made by Nef and Sweezy The controversy 
over monoiwly which steadily aggravated in the early years of the 
seventeenth century was in essence a struggle staged by small hour 
geois classes against the monopoly in the hands of tl esc courtier capita 
lists and big commercial capitalists or big pnvil"dged manufacture 
which was to develop into an open dneial of the prerogative of an 
absolute monarch upon which such monopoly was based and afford a 
factor for the eventual shaping of a bourgeois revolution (Dobb 
cp oA', Tb/i pcwdAigoi raanwfa/JjJie uabjjcaU-Y ccpccscotefl *J?/i aofeic. 
volultonary force while tlic small bourgeois directing the extensive move 
ment aimed against such monopoly represented the really revolutionary 
force If tlie Nef Sweezy interpretation were correct Cromwell s revolu 
tion would hive been a revolution directed from above and there would 
have been no biller class strug^e as is ictually recorded in history It was a 
good thing therefore that Dobb always placed at the foreground the 
two ways of capitalism 

Dobb however seems to have been inaccurate or inadequate when he 
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came to the qucslion of origmxl actuinuhtion Tins was, however, (as 
Ins bteu mentioned earlier) really a consequence of lus failure to extend 
or appl> to the field of development m agriculture the theory of the two 
wajs This point has been competently brought out by Japanese 
scholarship. 

Dobb sees the process of origin il accumulation as involving two 
quite distinct phases. First, the rising bourgeoisie acquires at bargiin 
pnees (or, in the most favourable case, for nothing, e g . the Church 
lands under Henry \'ni) certain assets and claims to wealth In this 
phase, wealth is not only transferred to the bourgeoisie, it is also concen- 
tr.ited in fewer hands, and, later, comes the realization phase Dobb 
writes that of no less importance tlnn the first phase of the process of 
accumuhtion was the second and completing^ phase, by which the 
objects of the ongin.-!! accomuLilion were re ilized or sold in order to 
make possible an actual investment m industrial production a sale 
of the onginal objects of acaunuhtion m order with the proceeds to 
acquire (or to bring into existence) cotton michinery, factory building, 
iron foundries, raw mitenals and hbour power’' (Sweezy, oji at) 
Dobbs theory that two phases exist m the original accumuhtion— one of 
accumulation of nonproductive assets and anothei, at a later time, of 
their ‘realisation through exchange for productive factors or means of 
production and hibour power docs not present a realistic picture 

The genesis of Dobb’s stepping into this wrong track seems to be lus 
failure to comprehend all the ramifications of capitahst developments m 
agnculture m the period between the middle of the sixteenth century 
and the early part of the seventeenth According to Dobb, tins period 
was one of disintegration of t\»e fcud.\l mode of pioduction and \v is never 
one of realisation of the capitalist mode of production The rising 
bourgeoisie, according to him, invested into nonproductive assets, 
especially Lands, the money they hid acciimulited as commcrciil capital 
or usury capital and this set on in the Tudor age the process of assimil i 
tion between merchant nobilUy and money-nobility, on the one hand, and 
landed nobility, on the othei lining viewed the matter in this simpli- 
fied manner Dobb was left to come out with a dctis ex iiiachtna lus 

“theory of realization involving the sale of Imds by merchant nobility, 
nioncy-nobihty and landed nobilitv 

It never actually hippened, however that tlic mcrchant-nobihty, 
money nobility .and hnded nobihty as a distinct class cntit) sold their 
lands at a certain point m history NVhal they did as such a class entity 
was the eviction of farmers from the linds tliey had accumulated and 
the pasturing as landowners on the waste lands Tlie first "enclosure 
movement’ started m the middle of the fifteenth century and represented 
the change of feudal loixls into capitalists or junkeis This is the so 
called Pnissian style way — a type of development which corresponds 
yth the early monopoly starting in the Elizabethan period, the way of 
"merchants turning into pnxhiccrs’ Indeed, both these were closely 
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interconnected 

There was anoliier enclosure , however proceeding at the same lime 
This was the useful enclosure as distinct from the harmful enclosure 
I e the one mentioned above It was performed by well to do farmers 
or yeomen m a steady thougli relatively unostentatious manner over their 
neighbours lands Agricultural management was steadily expanded by 
hinng neighbours and the distinction between well to do farmers and 
destitute farmers was steadily growing This was the so-called 
“Aroencan style way which partook of the nature of the really revoJu 
iitmaiy way in manulactuie As i mantel ot fact, diese two were 
closely interhnked 

The fifteenth century (Tudor ages) saw inflation (rise in wool prices 
etc ) and increasing economic difficulties for the feudal lords and the 
conflict between the two types 0 / ongina/ aecumulafion was accordingly 
sharpened It was not as if (as Dobb surmised) the capitalist mode of 
23roduction was suddenly reihsed >n the middle part of the sixteenth 
century Two original accumulahons two capitalisms Were then in a 
more or less clearly defined conflict fhe rebellion led bv Robert Kelt 
in 1549 substantiates this statement (llideichi Hone Kyoto Umver 
stty Economic Review) Wliilc the enclosure by nch farmers in 
\o(ved seeds for class conflict between them and destirtife farmers both 
m relation to the pressure being exerted by feudal lords had to stand on 
the common ground and co operate closely Thus the Kelt rebellion 
was strongly tinged by anti enclosure movement The process of deve 
lopment was started by the enclosure bv feudal lords followed by move 
ment opposing this and by the early monopoly followed by movement 
against it This lasted up to the bKjurgcois revolution started m 1640 
•while at the root of these developments war a sharp conBict between 
two oiiposing groups one involving merchant nobility money nobility 
and landed nobility and the other consisting of well to do farmers and 
small bourgeoisie In otl er xvords this was the confrontation of two 
ong ml acCTimulations When well to do fanners and small bourgeoisie 
wrested powers from merchant nobility money nobility and landed 
nobility the confrontation between the well to do farmers small hour 
geoisje and destitute fanners (semi proletariat) came to the fore Such 
was the conflict between Cromwell and Leveller Digger (Ibid ) 

From the above discussion it should follow that some insight into the 
Prussian style way and the Amencan style way m agriculture corres 
ponding to the second way and first way m the field of manufacture 
provides a most important key to the understanding of the issues involved 
in the nse of industrial capitalism One of the charactenstics of the 
igncndtural scene in India has been that contrary to the pnnciple laid 
down by Sombert Pirenne Sweezy and others commercnhsation and 
monetisation have often gone hand in hand with preservation of old 
forms of production and non economic compulsions (see appendix A) 
Preponderance of financial and otbei boldmgs in the topmost income 
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group and distinct non industrial onentitioti of assets preference is 
another overwhelming fact up to the present day (see appendix B) The 
new land laws have placed the whole countrvsiae in a state of flux Tlie 
scale of evictions in the recent past consequent upon the introduction of 
the new laws was compared by distinguished authonties %vith that ex 
penenced m England in fifteenth sixteenth century Things are yet 
changing and taking new forms The whole gamut of events must be 
taken together The surveys conducted by our government and the 
different institutions must throw light on the courses of development along 
the two ways in manufacture as well as agriculture, if they hwe to be 
useful in micatmg the true nature and shipe of things to come Jap in 
and Germany are examples of the second way of capitalism while 
Enghnd and France arc tlie classical example of the fint the really revohi 
tionary way It is not fortuitous that democracy could never quite strike 
root in the fonner The two ways are locked in a cmaal struggle through 
out the Indian scene The nature and sp ice of development of industnal 
cipitalism m India as well as the future of democracy will be hrgely 
determined by the outcome of this struggle 


appendix a 

SOME PECULIARITIES OF THE ACRICULTUKAL SCENE IN INDIA 
Table I 


FAMINE DCATHS C* TUC 19T!I CCOTURT 


Period 

1800-25 

1826-SO 

1851 75 

18“6 1900 

Number of 

Famine-deaths 

1000 000 

500 000 

5 000 000 

26 000 000 


SoCTCC \\ Uiam D gby 


Dissolution of the fonns of non econom c cotnpal on on labour and chanc'e over from 
the pre-cap taLst stage of produebon to the stage of production based upon tree 
labour market are brought about by a ns »g demand for labour relibve to supply fol- 
lowing of productiVA forces at a rate faster than growth of population Black 

Death among other factors synchronise with the changes in die agtanan system of 
Engbnd It may appear paradoricaJ however that the famine deaths of nineteenth 
century did not hasten the dissolution of non economic compulsions on labour m 
Indian agnculture Permanent Settlement and its paraphemaha worked in the opposite 
^eebon Some explanation of this nbenoiuraon must the destnirtina of 
handicraft and tlie consequent falLng nack of tie rural population upon agriculture 
Part of the explanation is also to be found tn the peciuiar circumstances in w^ch 
monetisation and cotmnerculisahon pioce^ed in the Indian countryside. The demand 
for money was artificially grafted Iw the Innd revenue system initiated by foreign 
imperah m In the absence of hancLcraft the Indian peasantry turned into pawns m 
the hands of metropolitan and mtemabona] commerce 

George Blyn s statistics and Darnel Thometrs analysis go to show that monebsabon 
and cornraerciahiabon of the economy dunng the fifty years ending In 1945 46 
comcided with complete stagnabon in agncnlturarproducbvity and perpehiabon of age- 
old condibons of produebon The report of the Rural Credit Survey substanbates the 
same proposibon for the more recent period 
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JAPVNESE SC3IOLABSHIP AND GROWTH OF 

Tabix 4 

COMMERCLMISATION AND THE FOBM OF EMPLOYMENT OF LABOOT 

(proportion of popuiathon tn commerce, iti whan areas and 
proportion of area under Aare cropping) 


States 

PC of population m 
commerce 

PC ofpopjlationin 
urban areas 

PC ofcultiiated 
area under share 
cropping 

(11 

m 

(?) 

(4) 

West Bengal 

93 

2480 

220 

Punjab 

91 

15 09 

215 

Bombay 

76 

23 92 

30 6 

Madras 

67 

15 97 

13 2 

LTP 

50 

1246 

10 7 

Bihar 

39 

537 

lOil 


SomcE Ghosh A Dr Journal of the Manchester School of hlconomtc and Social 
Siudiej, \ol XXUI No 2, 


Process of commeraalasabon and uibanisabon is cotennuious vvith the process of 
monetisation of agriculture and the above table shows high positive correlation between 
urbanisation conuaerciahsation and percentage of cultivated area under sbare-croppisg 

Table 5 

PATTERN OF TR-VDP^ IN RELATION TO SHARE CPOPPDTC 

PC of iTurrlefable surplus of foodgrains 
handled directly hj 


States P C of area shared or Traders. u.holesaleTs, 

leased CulUt-ators mil oitners and their 

agents 


(1) 

(2) 

(3) 

(4} 

Bombay 

300 

320 

68 0 

West Bengal 

220 

300 

70 0 

E Punjab 

215 

380 

62 0 

Afadros 

132 

381 

619 

UP and 

Bihar 1 

107 

510 

49 0 

10^ 




SoTOCE Ibid 


In the above table we find a high positive correlition between the percentage of 
culbvateii area under share cropping or lease and the percentage of marketable surplus 
ct lood^ains handled by commencLU interests 

The five tables cited above and the mierpretabom thereof should go to lay die basis 
for the presumption that commercialisation and mouetisabon in the tnd.nn agncultiiral 
scene have often gone hand in hand wrdi preservation <if not aceentuabon) of pre- 
capitalist mode of producbon and non economic compuLions 
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Growth and Cycles in MicrO‘Sei-up 


We 

Fur I 

Bon 

paper is suggested a very simple model in which income distnbu 
Bjjii pattern has been shown to have not a very insigmficant role m the 
— — chamsm of growth and c^de m the economy To insist on this how 
as the only cause would be going to the furthest extent of absurdity 
fhe trade cycle and economic growth these are not single event so that 
logically there need not be more than one cause to bnng this about In 
reality this is a composite event so that pending a full analysis of this 
phei omena known as trade cycle (and growth) we cannot be certain 
4ibout the number of causes that would be required to brmg this about 
S nee our problem is to trace the effect of a single cause we would 
accordingly begin bv assuming that other known cycle making forces are 
not at work so that a full knowledge about the impart of the force on the 
economy may be gathered Of course such a procedure would reduce 
the degree of testabiLty of the tJieory particularly when conducted eipen 
mentation is impossible in our science The assumption are listed below 

(1) The production penod is uniform 

(2) Income penod is uniform 

(3) The rate of interest is institutionally fired or its changes are 
inconsequential 

(-1; TI e firm which has b^en the bise of o ir analysts is a reprpsentative 
one and produces a single commod ty or types of commodities 
whose relative composibon is constant 

(3) Inventones do not change over the cycle 

(6) Governments interf-’reoce in economic mechanism is insignificant 

(7) The economy is a dosed one 

Defimiton and Functions 


1 The demand function 

For the purpose of this essay we would hold demand for any commo 
dity as a function of income ilone Of cours’ this is not to minimise 
fhe effect of relative pnee changes on the demand for a commodity but 
Co take account of the fact that when income is steadily changing the 
effect of income ls much more stronger than any other effect When the 
income does not change i e la a stabc frunework we would undoubtedly 
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face the effect of changing relative pnces on the demand for any a B 
modity Tlie Marshallian framework where demand for a commodijc^ 
held as a function of price of that commodity alone has been basai^ 
the explicit assumption that income and other prices are con^|^ 
Marshallian price elasticity may be <omel!Hng real but it is not rele\» 
m any analytical work since neither income nor relative pnces lernf 
constant When income changes all other forces which are supposedf 
influence tiie demand behaviours of consumers under static conditiM 
are supposed and not great harm would be done if we neglect these othl 
forces while studying the demand pattern under dynamic conditions ‘ 


2 The supply function 

In order that supply function may be employed as a tool for analysiil 
real economic behaviour we have is well to define it exactly as tha 
demand curve in terms of income Average cost curve will be understood 
accordingly, as the locus of the average cost per rale of output at an)\ 
period of time Since the rate of output cannot be increased beyond'', 
the limit imposed by the capacity the average cost curve would be dis 
continuous beyond that point Tlie lenninal pomt on the average cost 
curve would bo the most efficient point since this is the pomt at which 
the maximum utilisation of the capacity has been achieved The penod 
referred to is the production period to be understood as the total utilisa 
tion time of the plant structure for the inputs to be completely 
processed * 

* Note in this connection F Samuctson Slallstical Anali/slt of the Consumption 
Function Appendix to Chap XI A II Hansen Fiscal Polay end Business Cycle 


"Among the most striking umfornuties yet uncovered in the economic data are the 
relationlnips between the venous calegones ol expend ture and family income 
In fact so strong are the income effects that it is very difficult to find emplncally the 
jnfiuence of price the vanablc customarily telated to demand by economic theorist 
pp 250 

Our reason for holding rektivc pnee change as having rather insignificant influence 
on demand behaviour is that we do bebeve foUowins Duesenberry and others that 
peoples tastes and prcfer-nces are widely influenced by the preference schiiule of 
other persons in the society So strong is the influence that we can safely neglect the 
influence of pnee on consumption benavxiur The influence of price on consump- 
tion nattem which u represented by Mce elasticity is based oa the assumption th^ 
peoples tastes and preferences are independent of one another This assumption of 
independence has helped m the postulation of the Marshallian market demand schedule 
If inter dependence is admitted we are no knigcr permitted to construct the aggregate 
demand curve In this connection refereoct, may he made to Duesenberry Income 
Sating and the Tleary of Consumer* Bchattaur O Morgenstem Demand Theory 
Reconsidered Quarterly Journal of Econoimct 1017 48 p 175, K W Bolhschila 
The Meaning of Rat ooality ReLieui of Feonomte Studies Vol XIV p 50 
’ Such a formulation of cost function is not however new in economics One can 
refer to P W S Andrews Theory of Individual Business Oxford Economic Papers 
Vol VI No I p 54 ff and Afonufacturing Buunesr Macmillan and also Eiteman, 
Factor Determining the Location of Least Cost Point American Economic Review 
1947 pp 910 ff and also discussion by Ha nes and Bishop m the same Journal, 1948 
pp 697 ff and Eiteman s reply in the same Journal. 1B49 

For an empirical study of cost function under cond tions of changing capital stock we 
can refer to J Johnson Statistical Cost Function in Elcclncity Supply Oxford 
Economic Papers VoL IV Feb 1952 p 68 £f 
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3i%en a particular rate of m\estment (a particular plant structure) at 
period of time (a production penod) there is a maximum rate of 
rut tlut can be produced If m the succeeding period the plant 
.—jpcture IS enlarged foUo\\ing a higher rate of mvestment, we will have 
agher rate of output If no improvemeni m the orgamsation is made 
3 minimum point of the cost curve foUowmg the added investment need 
— t be below the preceding minimum point Neither, it v muld be lugher, 
ummg for the purpose of this essay that there is no diseconoimes of 
"’^jiagement ’ If improvements are made, the new average cast v.all be 
g^s dian the earlier one So long as, therefore, there is no improvement 
^fj^de at each level of investment vve can join the average cost points ann 
in’! a honzontal average cost curve which has been estabhshed m all 
Bihquiries mdudmg statistical cost curves 
“■^^Vhen we understand the cost curve m this manner, it now becomes 
Sj'4ii;;ossible to relate the supply of any commodity to the national income. 
If there is uniform production penod m the economy, the nabonal mcome 
at that penod of time will be a summahon of the output of different 
firms Tlus means increase m tlie supply of any commodity is dependent 
on increasing rale of mvestment m that sector Obviously, the supply 
funchon of any commodity must include as well, some considerahons 
about the conditions under which greater investment can be undertaken 
m that sector A particular firm shall begin to increase its rate of mvest- 
ment to enlarge its plant structure for a higher rate of output if only the 
proEtabihty of mvestment increases Under circumstances when the 
average cost curve is horizontal and the rate of interest is constant, an 
increasing price would certain!) increase the profit rote of mvestment In 
such cases mv estment ot any firm is a function of changes in pnee for that 
commodity However when average cost is constant price itself becomes 
a function of changes in demand for (he commodity 
To take into account these coDsjderaUons vve have taken the supply 
function into two p''rts (1) a price function, (2) an investment function 




We have assumed these functions to be linear so tliat tliese become 

p, = (2) 

( 3 ) 


In addition to these three equations we have another equation to close 
the svstem We have altogether four vanables and only three eqiiabons 
so that vve require another equation to solve it This vve do by incor- 
porating the familiar multiplier equation 


r, ^ KaHor’s “ Equilibnum of the Firm ", Economic fournal, 1934 

V ou B tot a discussion or enbcpreneunal ability and static condition * 
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It IS undoubleclly true if tlh sector is very insignificant in the national 
economy b, Mould he found to lx, very small But let us assume that the 
representative charac er rf ,iie firm also includes considerations about the 
size of the firm so ‘hat b, would not be very insignificant 

II 

Wc Inve altogether four equations 


Ei 

= m 

=a + by 

(1) 

V‘ 

- m) 

. dEi 

(2) 

li 

= v(p>) 


(3) 

dt 

- rli.) 




This IS a set of four simultaneous differential equations with four dependent 
variables and th'» independent vanable t We can have a solution for any 
one of dependent variables Tlie solution for Y (income) would be 

1 Be + n/I 

where A and B are arbitrary constants and 
Iss -b^b,b^ m — a/b n— -t/b 
Of these four equations vve know 
d(5>0 
d<p>0 
dr>0 

so thit b, bt and b, are all positive and evidently I is nega 
live 

Given these conditions the system now depends upon the nature of 
equation (1) i e tlie sign of df \f df >0 it will be seen we will have 
steady growth or decline of all the variables If df=0 the system will be 
in a state of equilihriuin at any existing level li df <0 all the variables 
would continual!) cscillatc Having then seized the importance of 
this function vve are thus led to an examination of the nature of the func 
tion f This function if will be seen is a relationship between the demand 
for a commoditv and the national incotne But the demand for a com 
modify IS influenced by the changes in national income through the 
consumers wliose incomes Iwve corresponding changes Exact speciflca 
tion of tins function thus is dependent on the nature of consumers reac 
tion to changes in tbcir income We have accordingly employed a 
hypothesis of our own on the nature of consumers behaviour and have 
formed the function on th« basis of that hypothesis This hypothesis 
that vve have in mind can be stated thus The maintenance of a habitual 
standard of living is the first tlimg that any family aims at By liabitual 
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standard ol li\ang we mean the sabs&cboo of different tj’pes of want in 
a way and to a degree which is peculiar and unique to tliat family o\er a 
period of time in which the income of the familj does not have wade 
fluctuations Men have unlimited wants, and there are definite hmits to 
their capability to satisfy ^ ty’pes of wants, and naturally one would find 
out a particular collection of goods whidi would give him the best out of 
his limited resources and so long ns his income does not change he will 
conbnue to consume that collecbon of goods and thereby shall form a 
hahit Other persons wnthm the same range of income would also find 
the same collecti''n of goods most advantageous to them Tins is be 
cause, given the income horizon they cannot transgress it by beginning 
to consume a collecbon that is available to higher income group even 
though most of them would like to emuhte the habits of tlie relabvely 
richer people The collection that is bemg consumed by the people be- 
longing to the higher income level is a sort of ideal , after all it is only the 
collecbon of goods that is consumed places men to different classes To 
belong to a class simply means that every one consumes homogeneous 
collecbon of commodity wathm the class Person belonging to an income 
class can consume a coUechon being used by a group below the parti 
cular income class, but none would do so since so long as he consumes a 
collecbon tliat is commensurate with the income class to which he belongs, 
he rightfully belongs to that mcome class and given his income tins is tlie 
highest class to wluch he can move Accordingly since each mcome 
group has a fixed way to spend iheu income on the purch'vse of different 
commodibes, it is evident that the propoition of income spent on each 
item of consumpbon is fairly given at any penod of bme WTien we 
mean a fixed standard of hving we ctrlamly mean that the proportion 
vector is mimtained fairly npdly within each mcome chss on the basis 
Ei *= P», T. + P*, T, + -b Pi, Yn 


Et 

wnbng = Sk and 


}/ . 


'/ 

1 2 
w e liav e -j = i 


. 0 = 1 . ») 


Ei=E\penditure on kth commodity 

P„=Proportion of income spent by die ;th income chss on 
ith commodity’ 

y_,=Income (Total) of the ;th doss 

• = (h A) 

f = (1 «) 

This formulabon, however, involves that two persons coming on to the 
same income class, one from above and one from below, would begin to 
have the^ame standard of living Empindl sbidies so far made in con 
nection with consumers behiviour hive, however, pointed to contrary 
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evidence ‘ In the long run, of course, this would definitely be so since 
both these sets of persons would have to adjust to the new situation. The 
set of persons who comes from nbove would for some lime insist on the 
maintenance of old standard of living even at the cost of saving which 
was highei than the present situation to whiqh they are now placed 
IVhile the persons who come from below may at once adjust themselves to 
the new situation This means the expenditure on items as a proportion of 
income for these two sets of persons would be different Wo have, how- 
ever, assumed that these two distnbutions would be similar and this for 
the grounds: 

(1) The length of the period avhich forms our unit is somewhat 
longer so that people would get some time to adjust themselves to the 
changed situation 

(2) Under normal circumstances the income streams one usually 
receives are eitlier, (a) steadily increasing, (6) steadily decreasing, 
(c) constant, and (d) fluctuating For categones (a) and (c) we need not 
worry since the non lineonty that we fear does not apply m those tsvo 
cases For category (6). jf the meotne decreases steadily and if ho does 
not expect anything contrary to it. he would find no difficulty in adjusting 
to a lower situation If, however, his expectation is contrary to the move- 
ment he would definitely try to maintain his old standard of living by 
dissaving ' But how many persons we exjiect would hold such contrary 
expectation m the face of a steadily falling income For category (d) 
that have a fluctuating income would not form any standard of living on 
the basis of current stream of income so that to assume that they would 
be able to adjust rather easily to income changes would not be very un- 
realistic If, however, the average of this fluctuating income stream is 
just sufficient only to allow a bar© standard of hving at occasions, persons 
belonging to this income class would be faced lo dissave or incur loans 
In such cases, the sum of pijs excluding saving would be greater than 
unity 

If we assume that people coming from above would take some time to 
adjust themselves to the new low level of income we ought as well to 
assume that people coming from below would also take some time to 
adjust themselves to the new high income level Initially therefore, m 
any tth class at any period of time there would be a set of persons 
wlio would spend relatively more than die average while there would be 
another set of persons who would spend relabvely less than the average 
so, tbat. Qa balance if we insist on the averag,e we would nnt err much 
dSk 

Given this the sign of ^^would depend upon the sign distribution of 

p s and Given the sign distnbution of Fs let us now see the 

dy 

' Sco in this connection R P Mack Conmmption and Business Fluctuation. 
(NBER) 1950 

‘ Dusenberry, Income Sating and fhe Theory of Consumers’ Behaviour, Chap IV 
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da, 

dij 


pittem of sign disliibubon of 
tlie nature of the function-^^ M*/) 
Now 

Nj 

y 

dy dy 

!/' 

§ > 0 .£ >ftWj 

dy ciij 

r dNi N, 


To know tins \'e ha\e to trace 


lff= Number of incoitie earners wthm 
the class 

§, = micl pomt of tlie income class 


that IS if- 


dy 

dNj 

dtf 


>0 


Tins condition, ho\\c\er, cannot be fulfilled for all classes for obvious 
reason * But for some classes this must be true If for those classes at 
the same time Ps are on the aserage high we haae a strong presumption 

that-^ IS positive* 

This means we arc brought to anoUier function N> {Y) on which depends 
the sign of the equation (1) We have also seen under certain conditions 
imposed on the N’y (I”) function the equation (1) may be an increasing 
function If this is true for all tlie K commodities or for a large majority 
of the h commodities at any pomt of time we would have an explosive 
economic sjstem 

The nature of the movement of the economic system accordingly is 
dependent on the nature of llie Kj (f) funebon and more particularly on 
the sign of the second denvative of the Nj (Y) function with respect to 1 
But this function is not contmuous at all ranges It is a bounded func 
tion Nj It wall be remembered is the frequency of income earners 
waUiin the income class j Accordingly there is one depending on the 
supply of population and complementary factors at any point of time 
bejond which Nj cannot increase* At this point therefore Nj (!’) (at 


‘ daj cannot be pos bve for all the n class at the same tunc period Hie reason 
dy 

IS since 2 — T , S = 0 Therefore if it is pos tive for m classes for 

(n— m) classes it must bo negative But those classes which arc positive must as weD 
fulfil the other cond tion 

^ This mav be accepted for the tunc being as m assumption 

‘Since ours is a m cro-settmg the meaning of full employment will ha\-o to bo 
understood in a cl fferent w-ay It may be that bbourers are not available for employ 
ment. btotirers specific to that t\pe of production or resources are not available for 
use in t^l particular hue of product on Actially micro-economic full cmployanenl 
'1 J<^“ched car! er than macro-econoirac full employment The phnts in a factory use 
a ttcrent factors in a specific m! o and if any of the factors are not available, an 
17 
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N/ = Nj) does not exist or at any rate the second derivative of the function 
IS no longer positive Similarly there is one !7j depending on the nature 
of contractual income receivers at any point of time below which N/Can 
not move At this point therefore (Y) function again does not exist or 
at any rate the second derivative is no longer posibve That is at 'Nj <Fj 
and N/ > Nf, Nj (Y) function has not positive second derivative Within 
the zone < Nj <Nj the function can have a positive second denvabve * 
We thus come across certain non linearities in the system The income 
can conbnually grow so long as < K) Once however Nj—Ff, the 
second denvabve of the N/ 00 funcfaon is no longer positive This means 
(/ = li m) which were positive so long become negative aj (;=lt 

. m) begins to decrease even though Y increases The other 
(i=; + l, n, t ^ f) becomes positive, at (t—i + 1, n t increases 
This leads to a reversal of the sign Given the equahon (2) thi? 

leads to a fall in P* and consequendy a fall m investment and income 
Once the investment falls off Nf becomes less than 17/ and the movement 
proceeds along the function N/(Y) This m«ins again becomes posi 
Uve This change in the sign of however, does not affect the income 
shares, st continues to fall as mcome falls Puce falls and also falls the 
investment This movement, however, stops again at ?7/saJ7/ At this 
point again Nj (Y) function has no posibve second denvabve This again 
changes the sign of . sj begins to increase while Y falls This leads 
to an increase id price and consequently investment and income The 
trend of the mcome share change aj begins to increase while fl, s decrease 
Once again following increasing mvestmenl N/ > Fj and the system 
follows the normal path becomes again positive 

We have been conscious of the heroic way in which we had been 
moving so long Ihis will be remembered that we started with the 
assuinpbon that the relevant ps associated with s are of sufficient 


adherence to the ratio which ts given at any time period dependintr upon ihe 
technique of production would lead to leas than capacity utilisation of all other 
(Jiatfts m ViiB sanie iaeirny itt shVia iio/iws Vit vrirfcA/ife •stlSxcettltf 

Supply of all factors being not dPiuaUy elastic a large macro-unemployment is consist 
ent with the micro full employment See m this connection Kalaors "Stability and 
Full Employment" E J 1W3 

•Kaldor op ett While analysing (hei lychcal behaviour pattern we also hold the 
same view “Sooner or later however the point is reached where all the available 
labour is absorbed m production Even if the installation of additional equipment 
goes on still further current production cannot be increased much fussier however 
m ich the ptopens ty to consume » stimulated For vf machines and labour are 
complementary in production and there is not enough labour to work all the machines 
output cannot be augmented by adding mere machines ” pp 651 52 
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ly high to obtain a pQSiU\c Of course, v.c cannot tell a 

prsOTi what are tliesc commodities for which this will be true at any point 
of time But there is nothing to doubt that for some at any point of time 
this will be true Let us assume that at any point of tune for m of n m 
come classes is positi\c Depending on the \alue of ps for different 
commodities—^ is posilue for r of the A. commodities In successive 
penods following changing investment and income some among the m 
s may become ncgaliv e or their magnitude may change while some 
of(n-m)-^ s may become positive or their magnitude changes This 
v\ill lead to a reversal of the sign of some among the ^ vvhile of (fc-r) 
s some may change its sign In this way wc will iiavo a system in 
which all (he A commodities will have its owm c>cJes but not all moving 
in harmony Some will be Ic-iding some will be lugging and m this process 
we shall always have some of the A commodibes whose bme shape of move- 
ment would completely be reverse to the genenl bme shape of move 
ment * The aggregative nnaljsis absolutely obscures this particular fact. 
It IS made to appear as if all the economic variables are subjected to some 
meta-ccononuc forces which bring about this harmomous movement m all 
the vanables at all times “ 

’’This can be shown in this way let the system of wjusUons be 
da dot dim dt 

du D da, dii 


■■ = 2 i 


and 2~-j* ~ 0 wc have 2— 


Tfus means cannot aC be poj tree or be negative But some of these must 

be posiUvc and some mu t be n«ati\c at the same bme W e have assumed that saving 
as a conunod ty ls included in the amuiimbon behavnur Of course, when we so in- 
el de we ha\e al-o to taVe into account ih" possible dissaving v> that p, j would bo 
allowed to talce up any s-alue nther pc«jbse or DCgabve Or null but shU 2 Pii~l 
In this connecticm one is referred to W Mitchells What happen! durfm the 
Biuitmsj Cycle (VBER) He analysed iranane*abV» component cycles and found 
that a considerable proportion of cycle do not foDirer the general tome pattern of 
It has been shown that "65 pet cent of the senes show a pos bve 
cycl Qj behavio-ir pattern with reference ejete 95 per cent of the components show 
absolute uis^ed pattern wath the reference cycle while Others are neutral or Irresu 
tar M chell, pp 54-5o (Table 4) * 
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Tins IS not lo deny, however, any possibility of a rough harmonious 
movement, rough m the sense that a large majority of the commo(hbes 
move togctlier giving the appearance of a trade cycle of the academic type 
If we assume that these r commodities which were moving in rough unision 
for the time being are such that their production penod has somehow 
tion of the total output then combined movement may somehow influence 
been co ordinated and if as well the total r forms a considerable proper 
the general movement When these r commodities go through the 
second stage i e their -^becomes negative a crash comes m the com 
bmed sector Evidently III phase commences where the aggregated out 
put shows a reverse trend by the combined multiplier effect When such 

ds 

becomes the case some of the (k-r) commodities for which-^jj- was still 

positive would begin to contract as- ^ is positive for these commodities 
A large number of these accordingly r+a(k—T) a < 1 would begin to move 
in harmony in their march towards deep depression While at the same 
its 

time the rest fc-r+a(fc-r), <j< 1 whose-^lias become negative by now 
would begin to produce more as depression continues and for these com 
moclities we have a reverse trend The increasing investment in these 
sectors do not form a considerable proportion of total output and as a 
result would not largely influence the general movement The contrac 
tion for each sector cannot however, go for ever for the reason already 
mentioned Cycles in individual sectors shall go on and since the r sec 
tors follow closely to each others heels they draw the economy on to the 


*WhiIa still the general business aclivily is ebbing or rather at the last phase of 
recess on some of the comm d t es show llie sign of revival Dr Mills has traced 
that 6 out of 16 commod ty groups be studied Mgan to show increasing production 
at the last phase of depression The commodity groups are («) Foods (ii) Consumer 
goods (hi) Arumal products domestic (to) American fur products (o) Non durable 
goods (uiO Crop products domestic Dr Milt op ett Chap VIII p 75 
Dr Mills has also measured the distribution of outlay pattern over the cycles 
Here too he has followed the same pattern of analysis i e he has brohen down the 
total outlay into its various componchts and has studied them individually He found 
that the increase m the outlay on these commodities has been occasioned more by 
increase m the prod iction and to some esient by the nses in price 

We may start with the inter stage penod VH VIII only 1 1 out of 64 commod t es 
included show positive value changes in the avenge outlay patterns Increases in 
the quantity of goods exchanged account for all positive value changes At this stage 
of contraction when the tide is ebl ng strongly pick ups m the physical volume are 
responsible for all observed espansion m ll e monetary payments for commodities as 
these are reflected in the average outlay patterns for individual goods 

Between stages VIII and IX the final penod of general business contract on the 
number of positive changes among liuycR outlays increase substantially quantity 

factor accounts for 79 per cent of these pnccs for 21 per cent 

Dr Milb op oil p 68 ff See also Table 21 p 69 , 

It should be noted however that Dr Mills analysis Is not as cogent zs it ought 
to have been He asenbes to price an indcpcndeiKe which the wnler cloes not hold 
Co be logics! (Refer to note 7} In sta^ \ II VIII the quantity char^ge account^ 
for all changes in outlay the price effect was raro In the following int,irstage period 
the changes m pnee accounted for 21 per cent of tins outlay variation * These changes 
in the pattern of ad)ustmdnt the wnter bebeves might have been occasioned by the 
presence of income-consumpl on lag of one period 
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pliase I na The general moiemenl thus is possible if these r com 
modiUes do lead the \say.* ** 


*lf «e 3SSI1ZDC that f7, and are Funcboiis of tune such that f7^(t) aod 

fl+1) (I) »e ni}} Jm« loterpofod on the cjt7«. 
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Notes on Economic Oscillation 


1 A PP.CSENTDAY trade <^le thconst is expected to answer at least a 
coujile of questions satisfacfonlj, viz (1) liow to explain the shape of the 
fluctuations in income ami employment that have occurred for many 
>ears and (2) what are the factors, responsible for the turning points m 
the cycles Tlie present note intends to consider the former problem only, 
though it IS clear that the problems are interlinked to a large extent and 
a proper understanding of one is essentia! to answer the other 

In recent tunes Prof Hicis has offered a theory of the trade rycle in the 
full sense of the word (I) He works out a theory in which it is shown 
that a few simple hypotheses are sufEcient to produce cycles of the type 
which have been observed About the periodic character it seeing to him 
that the economic history of the last 150 years organises itself so easily 
into a senes of 7 to 10 years cycles with certain intemiptions traceable to 
major wars that the reality of the c>cle seems unmistakable In the 
IJicksian type cycle theones generally the folloiving assumptions are made 
to produce die desired result 

(1) Real consumption expenditure is a function of real income m the 
recent past, 

(2) Autonomous investment, i e investment which is independent of 
output, rises through tune at a more or less constant percentage 
rate, 

(3) A substanbal amount of investment is induced by changes m output 
The accelerator must have a rather high value, le in interact) 
with the multipher it must tend to produce explosive cycles, 

(4) At any point ui time there is a ceiling beyond which output ' 
be increased , and 

(5) The value of the accelerator is much smaller on the down'' 
on the upswing due to tetbnical limitations on the p 
dis investment 

From the assumphons the famliar Hairod Domar proposition ca 
derived that if autonomous mvestment rises at a constant percentage rau 
there will be an eqinbbnum growth pattern for income many income will 
grow at the same rate as autonomous investment and the ratio of income 
to autonomous investment will depend on the values of the multipher and 
accelerator (2) Regarding the mteiattion of the multiplier and 
accelerator lE is held that when aubinoroous investment rises trendwise. 
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c>clical fluctuations about the trend arise The interesting point 
here is this it has sometimes been maintained thit the values of the 
multipher and accelerator must be such as not to produce antidamped 
cycles or exiwnential growth rates of income, because v\e do not observe 
any economic explosions Tlie cjcle has to be kept going by erratic 
shocks Hicks maintams that the erratic shock damped cycle mechanism 
would not produce cycles havmg as much regularity as actual cycles 
seem to have Consequently assumes a considerably large value 

for the accelerator and the idea of ceilmg for output is mvoked to esplam 
the presence of antidamped as well as non explosive c>des(3) It is 
Ijossible for the vilue of accelerator which is assumed to be greater than 
one to shift over fairly wade range and thereby causing variations m the 
length of the cjcle 

To Hicks the equihbnum rite of growth depends on the rate of increase 
of autonomous investment But it may be argued that the equihbnum 
rate of growth depends only on the size of the multipher and the produc 
bvity of new investment and it must nse each >ear by an amount which 
depends on the mulbpher (which determines the amount of income 
generated by im estment) and on the mverse of the accelerator (which 
determines how much income is required to absorb the output added by 
the previous ^enrs mvestmentX4) Tlie required rate of grovvh is simply 
the product of the margmal propensity to consume and the inv erse of the 
accelerator Or m other words the growth rate is quite mdependent of 
the distribution of investment as between autonomous and induced 
mv estment 

I 2 Hick s argument and similar ones are based on a dubious division 
of investment into three classes autonomous investment brouglit about 
b> teclinical developments of various kinds replacement mv estment 
which IS made necessiiy by the ph>sical delenontion of equipment and 
lastly mduced investment is recessilaled by nsmg costs owing to hi gh 
intensity of operabon of equipment However tlie pomt we wnint to 
dme home is that we cannot mike i clear disbncbon between 
three t) 7 )es of investment except in certiin ratlier specail cases Putting 
isicle investment for prediction of new products we can say thit invest 
ment takes place when in view of output expectibons it will cost the firm 
less to produce all or part of its output vvitli new equipment than with tlie 
axff axfrptrsfCftr the opennitrg- 

cost with evisting equipment md opcmting costs plus capital costs for new 
equipment Tlie compinson will be favourable to the purchase of new 
equipment when 

(1) the new equipment is technieilly superior to the old 

(2) the old equipment has high maintenance or operabon costs because 
of its age or 

(3) output IS so high that die exisbng equipment must be operated at 
high intensity which raises operabng costs 
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Generally, all three considerations will be present and the distinction 
bet^veen types of imestment loses most of i(s iisefulness(5) 

In the present note, instead of dividing investment into several compo 
ncnts, as described above, we shall use it with a different connotation, 
which wll be stated shortly Before that we propose to define two other 
very commonly used term, viz commodity and output 

13 In an economic system different units, We shall call industries, are 
engaged m the production of commodities, for which there is a positive 
choice Any choice can be rejiresented as a choice of a commodity 
bundle On the basis of a numbered list of commodities, a commodity 
bundle is given by specifying a sequence of n numbers, £I„q„ each 
number representing the amount of the Corresponding commodity 
in the bundle These amounts, m turn, may be interpreted as rates of 
flow per umt of time, maintained at a constant level for an indefinite 
penod, thus each commo<lity is charactensed by, apart from the qualify of 
availabihty at a particular time, its qualitative characteristics One com 
modity is differentiated from another by the basic quahties it possesses 
Basic quaity is tiiaf wfuc/i in ifres a commodity- saleable That is fo say, 
each industry is producing a distinct commodity or rendenng service, as 
the case may be (we shall neglect the services sector in our analysis) In 
other svords by assigning each commodity to each individual industry, we 
shall assume equality m Ihc number of commodities and industries in 
our analysis Each industry is comprised of several firms produang the 
commodity assigned to the particular industry. Total output is the 
number of commodities multiphed by the number of units of different 
commodities produced at a particular time penod The value of output 
may be described as follows 

Let a bundle of n commodities be the result of a produchve activity 
and can be represented by a iioml i=(i,. *j, , x„) in n dimensional 
space At given prices, p,, pj, , p». the profit obtained from that 
activity will be homogeneous linear function /(x)=p,ii + p»Xj+ p„x„ 
of the CO ordinates of the iiomt ar ^v^th the pnees as co effiaents Assum 
ing that all pnees are positive, the terms p,Xi, p,z, , will be positive 
and add upto the total value of output We can put the whole idea on 
commodities and activities two original entities, m terms of hneaC activity 
analysis The two postulates are : 

(1) on commodities There ewsls a finite number n of commodities, 
classified into I desired, p pnmary and n-p-l intermediate com 
modities Each commodity can exist m any non negative amount 
in which it can be produced or withdrawn from nature (“Desired 
commodities represent goods and services whose consumption or 
availability is the recognirod purpose of production and it is to 
dies® commodities that wo shall keep our attention to), 

(2) existence of baste cctivities There exists finite number m of basic 
activities An activity is diaractensed by ti net output number for 
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each commodity 

In a one-commodity economy the pnce-output behaviour of the firms 
15 relati\ely simple, as the consumer demand will be the primary deter- 
minant of equihbnum But m a multicommodity economy the pnce- 
output behaviour is not so mnple, and apart from consumer demand, 
other important factors creep m Morem-er, an additional problem is 
introduced by the operahon of market imperfection, meamng thereby, the 
positive influence on the market of the pnce-ontput behaviour of a firm 
If a firm thinks and acts on the assuraphon that its pnce-output behaviour 
IS not just what it should be, the influence of its action wiU be felt by 
other firms in the mdustry Moreover, the input-output analysis reveals 
empincally the quantitative relabonships between output levels m various 
mdustnes In short, a firms pnce-output behaviour depends on three 
major forces — the behaviour of the ultimate consumption sector, the 
behaviour of the firms within the mdustry and the behaviour of firms out 
side the mdustry The pnce a firm charges for its product depends partly 
an the pnce charged by other firms m the industry and partly, on 
the degree of influence the particular firm has on the market As a conse- 
quence even in eqmlibnum wide range of pnces may prevail m the 
market for a single commodity It means, disparity m pnces and a firm’s 
equihbnum are not coatradictory In other words, not the relative 
prices but a change m these relative pnces gives nse to economic 
oscillation. 

At this stage we present our notions about investment We have al 
ready argued that it is rather futile analytically to divide total mvestment 
into three parts We should nther view it as an activity as descnbed m 
the postulate 2 InvestmeoC a prune mover of the economic system, may 
take the shape of production of an already existing commodity or a new 
commoditv Jn the latter case it means setting up of a new industry 
vhJe the former implies increase in the number of firms, or increasing the 
output of an evistmg firm An mvestment activity thus may or may not 
give nse to total number of commodities To put it differently a non 
commodity activity as we shall call it may raise the output level only 
and a commodity activity gives nse to output and commodities as well{6) 
The significance of this distraction will become clear later By invest 
ment opportunities we shall mean availability of scope for investing m 
the production of new commodity As mdusfnes are generally inter 
dependent for their final output pnce-output behaviour of the ferns will 
respond differently to commodity activity and non-commodity-activity, 
ind as a consequence the resultant oscillations ivill have different shape 
The following section describes the nature of some oscillations. 

14 Theory of economic changes is concerned wadi the movements of 
dufferent varubles comprising the system and with the forces actmg on 
these variables, le it deals with die interaction of force and movement 
Since displacement mvotves direction as well as magnitude it is a vector 

15 
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quanhty and can therefore be represented by a straight hne The length 
ol the hne indicates the amount of tiie dispiacemcnt to some convenient 
scale, and its inclination shows direction of displacement In certain 
problems we are concerned merely with the rate of whidi the raagmtude 
of the displacement is changmg and the change of direction is immaterial, 
as for instance, m the case of die economic system moving from some 
given position to another given position In such cases analysis of the 
time path is more relevant Since velocity is also a vector quantity, if 
the displacement is constant in one direction, the velocity will obviously 
be in the same direction If the displacement is not constant in direction, 
then the velocity at a given time penod will be in the same direction as 
tlie displacement at that instant and, therefore, will be tangential to the 
path of the variables concerned In this connection the concept of speed 
IS very useful, which may be defined as the rate of change of magnitude 
of the displacement wth respect to time Tlien acceleration of variables, 
also a vector quantity, may be defined as the rate of change of die velo- 
aty with respect to time 

\Vhen a vanable, which is held in iwsition by some constraints, is dis 
placed from its equilibrium position by the appbcation of some force, m 
the form of induced or autonomous change in some other variables, the 
former will tend to restore the variables to their equihbnum 
position Regarding the importance of the internal elastic forces an 
observation is necessary here A force is exogenous whenever a variable 
changes its position due to forces external to it and it is endogenous when 
It is internal to it That is to say, any induced change is exogenous and 
only autonomous changes are endogenous Now, a force, whether ex 
temal or internal, is applied on a variable, it may change but not 
necessanly so, because every variable, due to operabon of forces mainly 
infernal, will tend to resist the force applied on it That is, to displace 
a variable from its position, a positive resistance shall have to overcome 
first the more the resistance the more the force needed to displace the 
vanable These resistive forces conlnbule much apart from exogenous 
forces, towards restonng the equflibnum This observation it should be 
noted differs from the classical position of the free operation of the market 
mechanism Because, if the resistive jiovver of a vanable is taken in con 
junction vvitli our definition of endogenous and exogenous forces then it 
becomes dear that what we have in mind is not the free operation of the 
market mechanism as such, but the autonomous forces operating within 
the vanable itself 

An oscillation on vvhich, after the imtial displacement no exogenous 
forces act and the movement is maintained by the internal elastic forces 
will be called steady or more appropriately free oscillabon But m 
achial practice llie energy possessed b> the system is gradually dissipat 
cd in overcoming internal and external resistances to the movement, and 
the variables finally come to rest and the oscillabon becomes damped 
A third type of oscillabon of mudi importance is that in which a periodic 
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disturbing, force is appbed to tlie variable and may be called forced or 
induced oscillation It is said to be penodic bcciuse it keeps on repeat 
II ^ In tlie c ise of free oscillation die law of simple h irinonic motion 
seems to be appliciblo (i£ a voruble oscillates ibout in tquibbnum posi 
tion in such a way that its accclenhon towards the equikbnum position 
is directly proportion il to its displacement from the equilibrium position 
it IS said to have simple harmonic motion) Tlie whole senes of events 
included from a given point to the neat similar point m the same direction 
IS called a penod or a cycle Th'' number of osallations m a given time 
penod may be cilled frequency Malhem itically the shapes of the 
oscillation are mainly the functions of c" Io„ ar and sin (tet-c) Consi 

cos 

der a product which frequently occurs m the solution of a differential equa 
tion It IS !/=e®* cos (too: c) which consists of the product of an exponen 
tial term and a tngonometnc term Clearly for any value of x the value 
of y IS gomg to be given by multiplymg the appropriate values of e“* and 
co$ (ift-e) Now if a—0 then c®* =1 and in this case the value 
of the product is simply cos (ici e) and we shaE have free oscillations 
If however o > 0 then the effect of the exponential terms is to magnify the 
oscillations by a factor which marc ises at an exponential rate and the 
oscillations become explosive If x < 0 then the effect of the exponential 
term is to dimmish the oscillations by a factor which increases at an 
exponential rate and oscillations become damped When one combines 
tliese three parts the result wiU be an exponential growth h wmg super 
imposed upon it a damped oscillation which soon ceases to have any 
import incc and an oscillation of constant amplitude which soon becomes 
relatively unimportant 

How far the last sentence of the ptectduig puignph is true depends 
on whu IS known is super mulbplier To explore this region further 
we start our discussion with a description of the formation of oscillations 

Just as an electro motive force generates waves m the electrical con 
ductor simil irly an economic force induced or autonomous tends to 
gentnU w ues in the economic system But since in i dynamic system the 
variables will have varying degree of resistance it any given time penod 
say for example due to virying rates of growth an economic force of 
similar magmtude will produce if at all varying sets of vvaves A. 
dynizne economic system may he visinhsed is a system susceptible to 
vanous degre" of economic forces and producing waves of varying shapes 
In terms of our prev ous analysis the more a system develops resisting 
power more is needed to generate waves These waves wiU be penodic 
if the forces applied are also penodic otherwise the system wall degene 
rate into d imped oscillation for reasons already discussed ‘ 


In order that the Oscillations shall be sinusoidal it is necessary that the vanables 
shall move at a rate proportional to sto # In tfie major ty of cases calculat ons ate 
made on the assuniption that the varablej foDov a sti lav since the mathematics 
wo Id othervvye be comnheated to an undesired evtont Nevertheless it should not 
tnat I t. only an appionimboa made for the purpose of simphfymg the 
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Now, since both the positive and the negative halves of the oscillation 
are equal, the average value talccn over a complete cycle is zero Follow 
mg this idea, suppose that a force is applied on a vanable, the 
instantaneous value of the force being represented by ir, where i is the 
instantaneous value of the force and r is the resistance Since r in a given 
time penod is constant, the force at any instant is proportional to t It 
leads to our fundamental idea represented in the following expression 
(1^1) C=Ir +K iihtre G is the final oiitoome as represented in economic 
growth and K is some constant It imphes that with given r higher the 
value of J, higher will be the value of G Another important implication 
is that the more a sjslem develops resisting power, as a consequence of 
lu^ rale of economic growth, higher rate of I is required to achieve a 
giv en rate of G 

We shall develop tlie ecjualion (15 1) to give it some dynamic proper 
ties Wntmg V for I,, we derive the folfovving equations 
(15 2) Gf=Vu.+A' 
or Gt=Gi«,^Gj+K 


(15 3) or 

Here we have an equation relating G to some rale of change, here the 
rate of change of V For instance, we could have 

G=C.(l + <. ~), whcc-f- 

is the rate of change of V And as it happens, the rale of change of V 
IS in turn related to the rate of diange of C by an equation such tliat 
=b + c then substitution will lead to 

(154) C=Gt (1+ab+ac ~jj') which may be rewntlen as 

(15 4a) G=G,(l + c6)+flC ““F* Q 

where P and Q are arbitrary constants The solution proceeds 


le {fl-P)dt=QdG 


S dt= 

or t = Q log {G-P)+C 
=Qlog A(G-P) 


where C=constant 
where log A=C 


‘=logA (G-P) 

>. A (G-P)=eV’ j 

^ e*/*, where G— G,(l+c6) + -^^ e'/“‘ G, 

U we wiret to know the level of G at any particular time penod we arc 
mmiediately confronted with the fact that we do not know what value n 
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to be gi\cJi to the arbjtrai> couslanl A We caii delermme tins \alue 
if we kiio\\, for example, that the lexel of G at tune t=0 is Go« Then 
we will ln\e 

G.=G.a + oi)+ -i e" 

=G. (l + <il)+^ 

We tlius luxe the solution 

G=G.(1 + ab) ~ abGceTG, 

satisfies the ongmal differenbal equations, and also the 
condiUon that at tune <=0 the level of G is Gp. The level of G at 


jn> otlier time may now be determined by substitution of the appropnate 
value of t in tliG equation |ust denied* 

Economic vvaves generally differ more or less from the standard sin 
wave Whether sinusoidal or not the osoUation is penodic in nature 
It can be demonstrated mathematically that any periodic curve can be 
spUt up into a number of pure sin vvaves with difierent frequencies and 
amphtudes superimposed on one another One of these component 
curves will have live same frequency as tlie resultant complex curve and 
shall be called tlie futidumcntal curve The other components vvtH have 
frequenaes wliidi are exact multiples of the fundamental frequency If 
the frequency of one of these other components bore a fractional mho to 
tliat of Uie fundamental it is easy to see that the second cycle vxould not 
be repetition of tlie first These vanous components are known as harmo- 
nics In tlie case of free oscJlaUon the law of simple harmomc motion 
seems to be applicable as we already noted 
1 G In tins section we shah try to describe the types of oscillations 
whidi occur in tlie economic svslem under certain assumptions In this 
connection we shall have to dissolve a very important problem that is 
whether it is possible to explain all the past economic fluctuations in 
record by one single tlieory It seems to us that it is not possible The 
mam reason for that is it is not possible at least not realistic to define 
tile economic system in a rigid form The econonuc growth brmgs with it a 
certam structural change in the economic system and as a result the 
vanables may diange their nature or even some may cease to have no 
significant influence on the ^stem New vanables creep in For 
instance if we compare tlie emphasis laid on die vanables m the classical 
and i»st Keynesian literature we get striking dissirmlanbes This 
change in outlook may be due to enhanced knowledge, or discovery of 
new facts but still it may be tnainCamed tint different economic set up 


’The rife of chvnge of a v^abTe depe^ on three thmes the tnaninmn value of 
the vamble the forei of fwallabon and the frequenev The rale of chan-re of the 
v^aWe at anj insist is measured by the slope of the curve at that paiueular iwint 
It foUouN that il the variable vanes Mtoiding to a sn laii the rate of chanw of 
V" ^ •Msanua, s-alue of the rale of cl^ne 

occurs Vvbea the actual ivilue ol the vanaUes is zero 
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calb for seiwrale analysis Hiere may be, and must be certain common 
features but the pnme mover in different economic system is bkely to be 
different Economic fluctuabons at different points of economic Ganges 
resulted from factors which can be properly understood in that parbcular 
economic set up Economic fluctuation m an underdeveloped country 
may result from different factors and the fluctuations may even be of 
different nature from those onginatmg in a relatively developed country 
Hie model we liave presented in this paper is applicable to an economy 
winch Ins reached a formidable sf^e of economic growth. 

Secondly we assume a closed economy Economic fluctuations of 
foreign origin is not uncommon and the literature in this respect is quite 
imposing It IS also true that with gradual development of international 
trade it is becoming all the more important in influencing the working of 
the domestic economic system Moreover in explaining penodicity, 
foreign trade multiplier may be taken as that exogenous vanable which 
generates the periodic shock required to produce cycles Our closed 
economy assumption is mainly for simphfymg our analysis 

To emphasise the importance of commodity and non commodity acli 
vity, we have assumed wage rate rate of interest and supply of credit as 
given Though these assumptions arc rather restnctive in nature, it 
seems that even i£ they arc relaxed our conclusions will not be affected 
matenally 

One point should be noted here about the nature of accelerator 
Duesenbeny while criticising Hicks trade cycle theory, argues that the 
Hicksian assumption of an accelerator, high enough to produce either 
exponential growth in income or anti damped cycles is not empirically 
venfied(7) But it is quite reasonable fo say that it is not possible to 
assign any rigid value to the accelerator. Iw^use if there are distributed 
lags m both consumption and investment accelerator will be high and 
exponential movements will occur Ihe mam point is if with the dis 
placement of economic vanables speed of the oscillation vanes then 
automatically it implies that acceleration too vanes with displacement 
Tlie vanalion in acceleration results m the varying shape of oscillations 
md its turning points and it is not necessarily due to technical limitations 
on output as Hicks assumes it to be, but due to the behaviour of tlie 
variables itself ’ 


’ If speed IS defined as the rale of change of the displacement w th respect to time 
then geometrically if imt al pos twn is plotted as ord nates with the corresponding 
time intervals as abscissae it follows that the yeed at a given instant is represented to 
scale by tlie slope of the Ungent to the Asplacemenl i^e at the same instant If 
therefore a second curve is drawn the ordinates of which at every instant are proper 
tional to the correspond ng slopes of the displacement lime curve this second curve 
will show the variation of the speed of the point with time S milarly since tangenhal 
acceleration is rate of change of speed vnth respect to time the variation of accelera 
tion with time is given by another curve the ordinates of which at every Instant 
are proportional to the corresponding slopes of the speed time curve Sometimes 
a curve showing the vanat on of speed with dispheement is given and it be- 
comes necessary to draw a curve showing the vanation of acceleration with dis- 
placement A curve drawn with ordinates whicdi are everywhere proporlonal to 
the correspond ng subnormals of the spced-di^lacement curve will give the accelera 
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Let US suppose a commoditj investment liVes place It creates econo 
mjc force in a l« o fold u ay, ^t, by directlj increasing output and affect 
ing consumer behaviour and thereby influencing tndustnes producing 
commodities close to it and, secondly, by increasing the potentiahty of 
creabng ancJlary industries and thereby affecting virtually all the mdus 
tnes to various extent The resultant consumer behaviour and pnce 
output behaviour of different industries will generate oscillations subject 
to tlie constraint of f Tlie output of industries close to the new mdustry 
will oscillate more with a higher magnitude as compared to distant mdus 
tries And hence the result will be a complex of sin curves How 
ever as the impact is lihely to be felt by all the industnes tlie frequency 
of (he curves wiH be close to that of the fundamental The interesting 
point here is that the oscillations will be forced as the setting up of 
incillaiy industnes will act as penodic force on the system Moreover, 
if If ratio increases at an crponenln) rale, o > 0 condition prevails and the 
oscillation may become explosive But if the 7,ritio fails to increase at 
an exponential rate a period of free oscillation may prevail * Historically, 
the industnal growtli shows that a new commodity may affect the 
production link m either of the two ways 

(1) by having creating effect on the production hnh and 

(2) by havang destructive effect The latter is analogous vvatli the 
concept of resistance. 

Now consider the case of a non commodity inv estment By definition 
it follows that the immediate impact will be felt by the firms of a parti 
cular industry (Here we tacitly assume that the demand condition is 
given) Secondly impact wall be fell by those industnes whose outputs 
ore the basic inputs of the said mdustry It shall be noted that the 
impact on total output may not be large because some firms may cut 

tion.di'rplacement curve for the point Suppose a force the magnitude of which vanes 
from tune to time is acted upon the economic system Since the aceeleiahon is direct 
Jy proportional tn the applied force al different tune-pojnts the acceJenhon time curve 
ma\ be drawn if the force-lime curve is jnven But f=(!t./dt where f is force and 
o IS speed so that the change of speed during an interval of time t may he found 
by infegmting the above equation Let V» the iniba! speed and V the final speed 
then we have V V =/dI If the law of vanabon of f with t is known the chango 
of speed for dilTercnt broe inlervat* may 6e fbuzxf fey suhstitubzig for f in terms of t 
and inlecrahng Generally however die vanabon of f in terms of t cannot be ex 
pressed bv a simple equabon and direct integnbon is impossible The above equa 
bon then has to be solved by a process of approximate inlegmbon For a small finite 
interval of bmcSf the increase of speedSo is given bySo^fmSt where fm is the mean 
accelerabon dunnff the interval of time St If then the acceleration time space is diva 
ded into a number of verbcal strips the increase of speed during the time interval 
corresponding to the wadth of any one strip is proportional to the arc of that strip 
The speed time curve, therefore talcs the foim in which each ordinate is proportional 
to the arc under the accelerabon time curve up to the bme corresponding to that 
ordimfe The displacement time eune is obton^ from the speed bme curve in 
exactly the same way as the speed bme euivo is obtained from the accelerabon bme 

*Onc point to be noted here is that a commodity investment reacts on the economy 
through its effects on the proauction /ink 
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down their output and operate with sufficient excess capacity But they 
cannot be profited sufficiently by cutting down output without increasing 
pnce as by operating below capaaty they may be deprived of large scale 
economies, and this along with a possibility of increase in selling cost 
there will be a nse m unit cost of production So both pnce and output 
behaviour of these firms may change and thereby producing micro oscilla 
tions of significant ampbtude It is edeaf that the new pnce output beha 
viour may result even m dis investment It has a very important implica 
tion If it is agreed that dis im estment cannot fall below the size of 
depreciation allowances, then, after a downswing we need not follow the 
course of the cycle which produced the preceding upswing, instead a new 
cycle, based on the new initial conditions, which m turn depend on the 
amount of dis investment taking place in the trough of the previous depres 
Sion, is started It also implies lint the multipher accelerator mechanism 
comes into play only after the elimination of the excess capacity This 
point of ehrmnation gives rise to a fresh cycle Consequently there is no 
leason for the second cycle to have a greater amplitude than the first even 
if the multiplier accelerator co efficients imply antidamped cycles So, a 
more or less steady cycle can be maintained without the necessity of a 
ceiling 

Another implication is that if these oscillations have any impact on the 
other industnes, it will be of minor importance Hence the mcro osalla 
tions of the individual firms output wiU fail to synchronise with the 
total output oscilhtion As a result, the frequency ratio will vary from 
industry to industry and the consequent oscillations will be of different 
size with a large number of complex curves varying at different degree 
from the fundamental Here the Ir ratio is bkely to be low and hence a 
low value for <3 and (a < 0) condition will damp the oscillations The 
broad conclusion tfiat can be drawn is that non commodity investment 
will give nse to significant difference between the fundamental and the 
component curves and sectoral oscillation will be far more prominent 
than that of the economic ^stem as a whole Moreover, unless there is 
exogenous forces generated in the system in some other sector, the non 
commodity investment will give rise to damped oscillation as the price 
output behaviour of the firms is not likely to be penodio in this case, and 
the frequency of the resulting oscnilations is not likely to be equal That 
IS to say, a non commodity investment wiU give more micro-oscilIations 
than micro-trade cycle 

We can now combine the effects of two types of investment des 
cnbed above The pattern of oscillations will depend on a couple of 
possible solutions as stated beloxv 

1 'Ihe simplest form of solution is Yt=Ait Tlie form taken by this 
solution will depend on the values of A and Z 

(a) A > 0, 4 >1 Since 2 > 1, 2t mcreases indefimtely with f The 
effect of A is simply to multiply ill values by a constant amount Tins 
will be an explosive soluhon because Yt has no upper limit It is a 
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charactensUc of the early phase of commodity investment 

(b) A > 0 0 >}> -1 Since 2 is negative odd powers of X iviU be 
negatne but even powers positive It follows that the signYt=A^f \viU 
alternate being postUie for t=0 2 4 and negative for f=l 3 5 
If wc Ignore the sign we wiU ha\e the absolute values of decrease 
tov^ards zero but now there iwU be a positive y, a smaller 
negaliie y, a smaller positive y, md so on N^Tien the interindustry 
relations are re established after flie inibal phase of non-commodity 
imestment the system wiU e'chihit damped osciU-ition 
2 The solution 1/ 

Tlie equation (1 5 1) mcludes a growth term and to desenbe the 
oscillations correctly a solution should metude an element of groivth 
which IS present m this soluhoa otherwise this solution is similar to (1) 
Now the solution will be li =Ai giving I«=0 I,=A Y,=2A < in 
place of the constant solution I {=A 

(fl) A >0 Obviously the system explodes more rapidly 

(b) Another explosive system will be A>0 

(c) A >0 1>X>0 Here although the -1' become smaller and tend 
to zero the value of f increases indefinitely Provided 0<X<f< 1 then 
eventually the values of tend to zero for larger values of t The 
point IS that after the few terms of the damping effect of <1‘ is more 
powerful than the explosive effect of t 

(d) A >X< -1 The effect of the factor t is to exaggenle the explosive 
property of the oscillation which in our system is the I ratio 

Let us non combine the results in the form of tlie following very 
important soluhon 
3 The solution It=(A+Bt)>l' 

In (his sol ition two questions are raised First do the different parts 
of the solution tend to reinforce each other each movang yt m the same 
way or to weaken each other? Secondly is there some part of the 
solution which dominates the rest of it when t becomes large? If wo 
note the points discussed m solution (1) and (2) it can be deduced that 
as commodity investment produces positive oscillation if at the same 
time there are some non-commodity mvestments vvithout affectmg adverse 
ly the pnce-output behanour of thtf ensliog firm industry set up then the 
result will be a mov ement in the same direction. Precisely provided A and 
B are of the same sign then the two parts of the solution remforce each 
other a charactenstic of the early phase of mdustnahsation If they are of 
opposite sign they weaken each other a phase in the economic system 
as assumed m the present paper ^Vh•ltever may be the numencal 
values of A and B eventually Bt is htely to be very large compared 
w ith A and the part of the solution due to BU* wall become much more 
important than thr part due to Ax* We can vvnle 
10 
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Y'=(A + B0>1' 

=A(l+^/)^‘ 

=A(l + c*)/ 

where c—B/A 

Now, if A and B are the same sign C> 0 and the term (1 + Ct) is bound 
to be positive It also increases as t increases The effect of (1 + Ct) is 
therefore to act on solution (1) in much the same way as t acted upon it 
m solution (2) If, however, A and B are of opposite signs then C is 
negative \l /Al> /B/, then for small values of f, the bracket (1 + Ct) wiU 
be positive by decreasing, and will result in a certain dampmg of the 
earlier terms which solution (1) would provide Eventually, however, 
(if /B/> /A/ ) the expression (1 + C<) will become negative, and mcrea* 
singly so The result will be to change the sign of the terms in the solu- 
tion (1) and to introduce an explosive element which will be more than 
balanced by damping if 

A]ie Kumar Dasgupta. elsewhere in this volume, has put forward a very 
interesting theory of stagnation IIis theory sho%vs that unless “vanity' 
element, or whatever one may call it, can be increased, the economy svill 
show a sign of stagnation as new commodities will become scarcer Put 
into our terminology, it means that we shall have more non commodity 
investment than commodity investment, that is to say, the two elements 
in solution (3), instead of remforemg is likely to weaken each other 
The moral of this paper, if any, is that with increasing importance of 
fiscal policy, planning and all that, the economic variables are developing 
a high degree of immunity against osallations and for that matter increas 
ing amount of economic force will be required to overcome resistance 
and achieve cyclical growth To generalise our conclusion, it can bo 
said that given the initial condition, as m this paper, any tendency of the 
economic system to move away from the equilibnum position will be 
b danced by forces which will restore it back to its equihbnum position 
Now to answer, whether cyclical growth is desirable or not, we require 
some value judgement which, however is beyond the scope of the 
present note 


^*1 J R Hicks A Contribution to the Theory of Trade Cycfe (Oxford 1950) 

2 cf Evsey Domar “Capital Expaimon Rate of Crov^ and Employment", (n 

EconomelriCJ April, 1946 , ^ ^ ^ 

3 cf Alvin H Hansen, Monetary Theory and FikoI Policy (McGrew Hill 1949), 
pp 143 50 

4 cf Domar op cit 

5 cf James Duesenberry “ Hicks on the Trade Cycle " m Quarterly Journal of 

Economics August 1950 p 473 , , , 

6 The way we define it it is dear that there is very little if anv, substitution 
possibibty between different eommodihes in a given pnee income set up 

7 cf Duesenberry, op cd 
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1 

TiiE ONE thing that has been tioubhng tlie autiror for a considerable time 
IS the problem of full employment and the maximisation of per capita 
income at any period of tim" That it is difficult is amply proved by 
the expenences of the underdeveloiied countnes m tlieir effort to secure 
just these two things With the maximum of austerity that these nations 
hnd it possible to maintain the rate of economic growth has not been in 
keeping wnth the objective nor lias the fringe of unemployment problem 
jet been toudied in these countnes Is it that the umverse has its 
own way and men can scarcely influence tlie course of their destiny? 

To me the whole thing %vas very simple Let there be a group of 
people hving m a particulaj temloiy I did not have the imaginative 
vigours of Huxley as he has shown m his Breve Nete World but sttll I 
persuaded myself to the adoption of the assumption that somehow or 
other the people m that society have solved the problem of most material 
needs so that hke air food dnnks and such oilier things have become 
free goods Either they do not require it or the things are available in abun 
dance so that they do not need to spare any effort to secure those Of 
course it does not mean that they were merely practising renunaation com 
mensuratc wath the highest ideals of Hindu religion surpassing in their way 
all that tlie modem S idhus could ever dream On the contrary they had 
defimte wants and to satisfy those wants they were willing to pay reason 
able price I mean the society is well within the boundary of economic 
univene set by Robbins To simplify matters let us assume Uiat there 
aro only two types of uvnls and each person in that society feels an urge 
for only one of those two tj'pes Accordingly the society can be divided 
info two sub-classes depending on the l>-pe of want the members of the 
Sub class hav e Let these two tj'pes be (1) some persons like to hear 
the sounds of hand clap (2) some persons like to see other persons 
engaged in jumping and other acrobabc feab If there n no monetaiy 
sjstem each set of persons can satisfy their wants only by paying what 
(he suppliers of those wants demand in return and as we have assumed 
thej are not unwalling to paj the pnee tliat wall be demanded of them 
Here is also a tmj problem of cmplojanent and income And this can 
be solved verj easilj The set of persons who like to hear hand claps 
would be jumping and porforroing the acrobatics in return of which they 
would hke only to see tliat the other set engage themselves in clapping 
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their hands The set of persons who would be so asked to clap would 
not mind since in return of this they get what they wanted Under such 
circumstances, if the marginal cost curve does not turn up and the 
marginal ubhty curve does not slant down the whole performance can 
continue round the cloclc 

But still one cannot escape the propositions ‘if only those are com 
modities Tins brings in a discussion about the definition of an object 
What actuajly we would mean by the word commodity, and when we 
have the meaning, i e when we have the definition of commodity we are 
still left with the problem of finding suitable elements to fill in the class 
commodity They very word commodity with its accents on the tliree 
consonants m, d and t would immediately bring to mind a feehng of a 
substance which is hard, solid, and undoubtedly heavy, every qualify in 
slnct iihysical sense But then we can from our commonsenss know 
ledge of the elements which are commonly put in the commodity box 
immediately name several objects which have none of those qualities m 
the physical sense 

The question then arises is how can a commodity be defined? It will 
be appreciated by now that much depends on the nature of definition 
since m scientific discourses one of the aims of science and commonsense 
is to replace the shifting objectivity of egocentric particulars by neutral 
public terms Under normal circumstances definition can be given both 
by extension and by intension But when the class js composed of some 
apparently heterogeneous dements extensional definition involves the use 
of hrge number of proper names These proper names, if they are not 
further analysed, shall have to be given ostensively and in that case we 
have to limit the elements of the class to those which ore known ostensively 
alone This means we have to define each term as Say, "this or that 
eagle Tins would mean further, the substance that occupies the posi 
tion to which I am referring now js knoivn as eagle and this is a commo 
dity It will be immediately seen this involves the use of words I now, 
here (For the phrase, ‘the position to which I refer ) Tlicsc are 
egocentric particulars and accordingly such extensional definition of a 
class brings us back again to egocentric particulars which we wanted to 
do away with to resort to neutral public terms Secondly classification 
by extension would be grossly subjective since every person can form his 
own class composed of objects which he decides he would put within 
the class and accordingly such classes would never be allowed to enter 
into discussions when instead of particulars discussion can be carried on 
in terms of classes of particulars But since no two classes would be 
similar though possibly bearing the same class name never actually such 
classifications would be entertained The purpose of classification which 
IS to simplify analysis would here be completely lost We can never 
form logical propositions on the basis of such classifications 

To avoid the difficulties that we met all classes are defined by their 
intensions so that once the connotation is known no difficulty is faced in 
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t!jt dcnoliJjoii of objects within the dass On such definition of a chss 
it would be seen we do not icstnct the elements of the class to those 
which arc known only oslcnsively \fen whose heights are more than 
20 ft fonn a cUss which does not contain a single clement but logically 
it IS not impossible that we would h'»\L sudi a class Tins means on such 
definition wc can keep tlie class open so that unknown elements may 
com^ up some day widi Uic same ctainotation and fill in tlie class Once, 
besides we employ tins a Aost and powerful tool of scientific analysis is 
opened before us We can employ the system of co ordinates to denote 
particular objects within the class so that given tlie ongin which may bo 
a proper name wc can completely dispense with the use of particulars 
and mo e into the held of abstract scientific world Wlicn such a genera 
hsed approach is opened up wc no longer remain involved in egocentric 
particulars so tint scientific discussions are no longer marred by semantic 
confusions Tlic proper names tint sluU be used to deno'te the ongin 
may not ho egocentric pirticuhrs smcc so long as there are classes of 
objects which recur there is no reason why all proper names would be 
egocentric Wc would therefore instead of speaking the names of the 
commodities refer to tlic comm idity m question as a point in the vector 
space We have however, to fix up the axes of the vector space i e wo 
liivc to specify the vector spico itself As is known a given vector space 
IS the totihty of all the points spmnctl by the bases of tlic vector space 
tlic brscs of the vector space being formed by the totility of all the 
indupcndcnt victors witlun the vectors space Tlie bases of the vector 
spicc that we hue in mmd m our case are the different independent 
quililics that we cm conceive wc present as qinlities m any pwticular 
commodity Tins mems given the different qmUties that make a com 
modity in geneni worthy wt cm define any particuiw commodity as a 
combuulion of tlic diffcTeit amount of the qualities what is the same 
thing as any point ( n the vector «p\'^5 cm be given by a linear combini 
(ion of (he ind pci dent v ctors of the space 
\\1i It is brought out significantly in the definition of tins commodity 
chss IS that there is n> limit to the types of commodibcs that may be 
made available So long as the iwint lies within the given vector space 
it ii IS much a comniovhly as my other point within the same vector space 
and tills watlioiit my rtfcrcncc to the dimension of the vector space Tlie 
commodity cf iss is qi itt big but there is nothing in the connotation of 
the chss which cm prohibit it from being bigger stfll Tliere is always 
scope for the production of still newer types of commodities 

n 

In what follow wc would now analy'se the mture of economic growtli 
that has obtained in advanced countnes and the consequence of this upon 
the forms of market orginisahon For this purpose we would employ 
different hypotheses for the consumers and the producers behaviour 
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The need for a new utility function is obvious We must take into 
account the fact that types of commodities that may be available at any 
point of time are not given so that mdmdual utihty instead of being made 
a simple function of available commodity ^es must also be made depen 
dent upon commodity possibilities The question is very sunple Given 
such a structure of the commodity dass what we believe ought to be the 
shape of the utihty function Hie shape of the function tliat we would 
hold IS however a hypothesis and its vabdity would httle depend upon 
certain a priori knowledge of its plausibility We have to test the conse- 
quence of this hypothesis TTie traditional hypothesis we reject not on 
ground that the consequences drawn from the hypothesis have been 
found to be false but on the simple ground that the universe of discourse 
has changed so that we are no longer entitled to use that hypothesis any 
more for the analysis of a separate universe Tlie tradibonal utihty func 
tion assumed that tl e utility depended upon a class of obiccts which can 
be defined by extension so that the commodity class they had m mind was 
composed of exclusively the existing types Utihty they held, is a func 
tion of this class alone In our case the commoilities can no longer be 
defined by extension any thing may be a commodity that lies within the 
given vector space and it has nothing to do whether the types are avail 
able or not 

Let us now spell out our hypothesis about the shape of the utility func 
tion of the commodity i c o=/ (X, Xj Xi X*+ ) where X< is any 

type of commodity If will be seen that beyond Xi*., we have left a 
large space with dots Tlie indication is there are other types 
of commodities which do not have any extension at present but since 
these points he within the given vector space their influence on our utility 
cannot be neglected The commodity sub class Xi (i=l k) 
is given in extension (other qualities of this sub class will be discussed 
afterwards) In the classical utihty function the shape of the utihty 
function is speciLed by the condiUon ("e neglect the condi 

tion of the second partial denvati\e imposed on the function by the- 
classicists ) In our case we however introduce a non linearity in the 
function The complete speafication of the function in our case could be 

u=f (X, X, Xi Xi+, ) 

OUldX >0 for 0 <X <M M a constant but different 

»:=(1 k) for different persons 

dUldX-a’UldXr-O for X,>iW> 
i=(l k) 

Tills utility function follows from the acknowledgement of the fact that 
consumption of any commodity requires some time so that there are 
defimte physical limitations to the amount of any commodity that any 
person can consume at any period of time To take a very familiar 
example food one cannot take more than a definite quantity in any day 
however cheap and abundant the supply may be When such an admission 
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IS made the mdividual demand cmoe instead of being slanting as m the 
usual analysis ceases to be existent after a certain point The famous 
Engel s law which is an empirical generalmhon is an example o£ this 
prmaple Even the law o£ dimmishing utility is vahd i£ only it is assumed 
that the whole operation is confined withm a given penod of time so that for 
stnct representabon of the function time should be introduced as an addi 
tional mdependent \ ariable in the mdivadual utility funebon On such 
U=f (1, t) where X is commodity 
and 


It will be seen that du >0 as is commonly held would be true i£ only^=0 
But this assumption is grossly untrue smee as we know the mcrease or 
decrease m the consumption penod for a given bundle rf goods is eqm 
v-alent to decrease or mcrea:^ of supply of goods m a given time-penod 
so that the sign of ^ iS reverse of the sign Under such creums 


tances dii>0 only if -|^dx > rft But as is assumed-^ < 0, so 

that even if-|— dx >-4— dt the difference would become contmually 
OT of 

smiller and it some point it will be zero even on the assumpbon that 
0 Wh It are the immediate impheabons of this type of fimcbon? 
For one thing the income efasticity of demand for all types of commodifies 
would be less than 1 after a particular level is reached This level how 
ever is different for different persons There are definite limits to the 
demand for different commodities by in> person at any penod of tune 
Once he acquures tint amount even if income increases by leaps and 
bounds he cannot be induced to purchase my more He would simply not 
have it Accordingly when the limits for all the types of commodibes have 
been reached m the case of any person at any penod of tune the surplus 
purchasing power if he has any would be ivailible for new types of 
commodibes le a potenbil demand for reaching such vector points as 
given by ) would be set 


The demonstrabon effect which is so much in vogue nowadays and 
whose mfiuence is too pressing to he neglected follows as a matter of 
consequence fiom this As his been shown a potenti-d demand is already 
set m the case of some persons and would be set m the case of most 
persons m some other periods so that whenever new types appear withm 
the dotted region of the ubhtv function those are immediately purchased 
and consumed by those having that surplus purchasing power which they 
could not employ m the purchase of other commodibes The most signi 
Ecant feature of our analysis in this connection is that we have shown how 
the demonstrabon can be effeirtive in shaping die consumption pattern of 
the people 
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riie demonstration elTect is really a particular case of a more general 
pattern of economic change that follows from this analysis and that which 
IS going on in reality This is what we would now be showing To 
anticipate, we would be showing that the increase m national income 
over years has been more due to the increa«e in the vanity component of 
tins income and secondly the different market forms evolved out of this 
pattern of growth of national income Tlie differences of forms have 
been due to different reaction patterns of the producers faced with such a 
situation 

In order to understand what we mean by vanity component of a com 
modity we have to invert our analytical framework Let us define a 
satisfaction space The vectors which span this space are the different 
elements which cause satisfaction m the mind Utility which w e obtain by 
llie consumption of any commodity is really a compound of different 
elements Let the different elements of satisfaction be a, («“1, 2, k) 
so that any point on the satisfaction space may be given by ? 
(t=l k, (Addition of weight, release of so much erg of Kinetic 
energy, increase in the tension of blood by so such degrees, increase m the 
temperature of body by so many degrees, in the case of machines genera 
tion of such horse power ability to produce so many calones of heat and 
such other breakdowns) This satisfaction being the result of consumption of 
commodity is, therefore, a function of commodity so that this satisfaction 
space must be a transformation of the commodity space However, 5here 
is no reason a prion why the dimension of these two spaces would be 
equal If n be the dimension of the commodity space and k be that of 
the satisfaction space we miy have Given this, it follows there is a 

proper sub space in the commodity space whose dimension is equal to k 
so that the vectors in the satisfaction space are images of vectors spanmng 
the particular sub space of the commodity space It must have been 
noted tliat we have not yef specified the dunension of the commodity 
spice the points of which are our commodity types This we did not 
specify deliberately For one thing this is because we do not know and 
secondly there is no a priori method to ascertain the dimension of this 
space A posteriori we know that all the elements within the space he 
on the boundary of it so that the dimension of this space is greater than 
or equal to the largest dimension of an element so far ascertained But 
since all the elements so far spanned in reality he on the boundary there 
IS no fl pnore reason why at all we would maintain the possibility of a 
strict equality so that the dimension of this space for practical purpose 
may be taken as quite large 

Tliere is however one other feature of this vector space As is well 
known, any vector space of n dimension can be spanned by the n unit 
vectors of the space This is because given n linearly independent 
vectors On, each a. can be expressed as a linear combination of n unit 
vectors so that in the ultimate analysis the n unit vectors are sufficient to 
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spin Uie n dimensional \ector space Now by tlus unit \ector we mean, 
the \ector that cames a point p from the ongm to a unit distance in the 
direction of^he \ector Tins means for stnet representation of the 
sector points we require absolute cardinality in our measurements In 
the case of this vector space, however we do not have such cardinal 
measures for all the vectors so that in many cases the specification of tlie 
unit vector is impossible (But it must not be misunderstood that since we 
cannot measure it is immeasurable m pnnciple It simply means that with 
our present knowledge we do not have any method to measure 
It In all cases the measurement is done by Imearly transforming the 
variable to some other variables and the measurement on the transformed 
variables is taken as a measurement of the inihal variants A case at hand 
IS the heat aud temperature or the air pressure and the baro 
meter) But then we do have that sub space withm the vector 
space Tlus sub space is proper m the sense that any pomt within 
the sub space can be spanned by the set of bnearly mdependent vectors 
which form the basis of this sub space The dimension of this sub space 
1$ less than the dimension of the vector space The set of unit vectors 
which span this proper sub space is unambiguously measurable so that 
any pomt wathm the sub space can be stnclly located by reference to the 
sub set of vectors which span tlus sub space 
\Vith this let us now define the element of vanity in a commodity This 
can be best understood when we make a distinction between the K Type 
commodity and the present commodity For the physiocrats the com 
inodity consisted only of elements that occupied points witlun the said 
vector sub space Any pomt within this sub space could be reached by 
a rearrangement of the weights only without the appheabon of new 
vectors Libour was taken as productive so long as it was needed to 
move a pomt wathm the sub space To move a point from this sub space 
to a point be) ond the sub space required the appbcation of other v ectors not 
contained watliin the sub set of vectors which span the sub space But smee 
commodity was defined within the sub space only the efforts spent on sucli 
movement wns dubbed as unproductive 
On our pirt however we have not committed ourselves to such a 
narrow definition of commodity So long as the point hes wathm the 
vector spice this would be taken as a commodity Accordingly there is 
a chfTcrencc between our comimxJity and pliysiocratic commodity Tlus 
difference between our commodity aud die k type component of 
tins commodit) measures the amount of vanity included withm this com 
modify Let p be a point in the TT sub space and let this point be 
moved to a point q b> the application of a new set of vectors Since 
this point q is reached b> the application of new vectors it must not be 
contuned v athin the sub space The distance in space between these 
two points gives the measure of vamty that the new commodity contains 
Since the null vector is included also in the “fC sub space we can 
alwa}s have a measure of (iT^p) in space Tins means we understand 
20 
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by each type of commodity as a physiocratic component covered by an 
amount of vanity element around it If q is reached by the application 
of null vectors alone in that case the vanity element would be zero The 
points q and p would be identical 

Let us now begin with a situation in which industrialisation has just 
begun At that point of bme the commodity composition consisted most 
ly of Items which can be properly placed within the “fC sub space There 
may have been vanity elements associited with some types of commodity 
but the magnitude of this element must have been small so (hat for prac 
tical purpose we can hold that the commodity composition consisted of 
elements which can. be put within the “fC sub space • Perfect compehtion 
IS meaningful only when the producers operate within the fC sub space 
Here homogeneity of the output his a sense It means the commodity 
types occupy definite points viithin the vector space These definite 

points can be unambiguously given by the reference to a set of vectors 
which are all measurable and comparable Costs can be mimmised m 
the sense that by the expenditure of a smaller amount of labour the 
same point in the vector space is reached If we look into the types of 
mechanical mvenhons which highlighted this period we can find that 
in most cases these were to simplify the use of labour in existing types 
of production So vigorous was this trend that sometimes labourers 
began to obstruct the introduction of new machines in the production 
process in fear that displacement of labour by machine would assume 
greater intensity by such changes in the production process Now 
machines can displace labour only if machine and labour can perform 
«ame activity and this is possible if the end of the production pro 
cess is to reach the same jKiint m the vector space, or that the co ordmato 
of the point has not changed, i e it is still given by the same set of 
vectors 

We need not linger at this any more These are all empincal facts and 
require elaborate researdi for a correct appraisal of the whole thing But 
the pnncipal features that we would require for the purpose of our analysis 
are borne out in clear perspective During the initial years of induslna 

• The lojustnal Hevolution i< said to have onginated in textile industry Mechanical 
processes were being util sed for the purpose ot productive activity but those were 
not of a scale to usher in the revolution that we arc used to call The use of Ka/s 
fly shuttle in lialed a larger demand for yam Accordingly thoughts came to he 
given on the improvement in the methods of spuming and carding The invention 
which IS iargelv associated with Industrial Revolution Arlcwnght s water frame spin 
ning machine Hargreaves Spinning Jenny Cromptons mule and also Arkwrights 
Carding Machuie, were simjify to eyiedte the prMuctive activities so that co-ordi 
nation ol demana and supply may oe mabe Tnc ddier rnsentions di inis period 
arc closely linked up with the increased speed of ind istnal activity The rate of 
production of yams he ng made laigw than the absorbing capacity in weaving the 
weaving process came next to be improsred Along with these it also came to be 
realist that speed of activity is duectly related to the supply of power and heat 
having lieen discovered as a larger source of power attention came to he g ven on 
coal mining This led to the improvement m Steam Eng nes for pump ng out water 
from tho pits The Steam Engine of the Newcomen type was m use even earlier 
than 1778 but by 1790 it was replaced by Watts design of Steam Engine the 
cotton textile industry being mostly renovated by 1785 
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lisaUon the first k element of our function all belonged to the 

KT sub space and the rapid mdustnalisalioa that went on during 
those years did not significantly change the situation Two thmgs fol 
lowed from this (1) Because of the ceilings imposed on the demand for 
these commodities the rate of mcrease of demand for these commodities 
was not in keepmg with the rate of increase m output that could be 
achieved (2) Since all the elements bebnged to the K sub space there 
went on a vigorous competition among the producers for a larger share of 
decbmng market The result of this competition vns there went on a 
tremendous improvement m the mechanisation of industrial process so 
that stiU smaller and smaller expenditure of labour could produce the same 
type of commodity Commodity types bemg homogeneous this led to the 
gravitation of the price to the nunimum cost of production The rate of 
profit as well eventually began to fall The whole effect was so swift and 
so apparent that wnting m the mibal years of nmeteenth century Ricardo 
was found to have been gropping with the problem of declimng possibihty 
of accumuUbon of capital Ricardo had his own explanation for such but 
that underconsumption may have been a cause was not left unnoticed by 
the economists of tliose days Significant among them is Maltlms In 
most writings of the first two decades of the nineteenth century 
we find that this problem of a dechnmg investment opportunity has been 
raised 

This whole situation led to two consequences On the one hand a 
potenbal demand for vanibes accumulated m the hand^ of the consumers 
fhis follows from the nature of tlie utility funebon that we have assumed 
Secondly investment opportunities m the “f. sub space deebned Under 
such circumstances all investment that bore fruit must have been in the 
space beyond the K sub sp ice Once tlie producers get to know the 
existence of such a space they ore relieved of much hazards of business 
risk For one thing, there is no competibon since the distance between 
the points vvithm this sub spaca is not clearly defined Every point wathm 
this sub space is different from any point wzthm the fC sub space so that 
an absolutely new commodity is produced At the same time the elements 
are non measurable within this region of die vector space so that if such 
a point ever exists wathm the given vector space the expenditure of labour 
has not been unproducbve Since at the same time no precise measure 
ment of all die co-ordinates is possible the expense connected with the crea 
bon of this bundle of sabsfacbon is a measure of the net output of this 
sector So long as the producers can push along this line and neglect the 
measurable part of the vecloi space he can dupe the consumers to pay at 
least the exbn expenses connected with dus addition of vambes m its “fC 
sub structure All that the producers have to do m this conneebon is to msist 
on the existence of such a point within the vector space This they do 
bv indulging m elaborate arrangement of adverbsing Advertisement 
thus becomes an integral part of surfi economic acbvity 
Another thmg to be noted m this connechon is this as new mvestmen 
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are pushed along this line i e widim the non physiocratic sub space 
these create further opening for investment within this sub space As 
income increases following increased rale of investment within this sector 
and the commodities so j>roduced come ivithin the K sub space of the 
utility function potential demand for further vanity bags is generated 
This means the whole thing is cumulative so long as newer and newer 
points Within this non physiocratic sub space are spanned 

In England an escape from the overcast of depression during the first 
two decades of the nineteenth century was achieved by pushing along 
this line Of course it is difficult to rate direct evidences to support this 
But here again wo can draw certam inferences from contemporary writ 
mgs It can be seen that by the middle of nineteenth century the econo 
mists got tlirough tlie state of mental depression which overcast most 
dunng tlie first two decades of nineteenth century In Mill whose book 
appeared m 1849 we find that he was no longer haunted by the possibility 
of a dechning investment opportunity He appreciates the theory of 
Ricardo but he was doubtful about the occurrence of the consequence 
which Ricardo believed to be true We find in him an explicit reference 
to the fact when innumerable nexv commodibes are being produced 
there was no warrant for such a consequence ' The development of the 
marginal utility theory of value is also a consequence of the economic 
system that obtained at that time As has been told since within the 
non K sub space where points are not stnctly located within the 
space the amount of expenditure incurred m the production of the 
output measured the extent of net output (here remained the question 
whether at all the point so reached lies within the given vector space So 
long as the production was confined within the “fC sub space no 
ambiguity arose in the placement of the output within the sub space 
The co-ordinates were measurable so that we could immediately locate 
the point within the sub space. In the physiocratic set up since average 
cost of producing the sam" type would be same in all producing units the 
ratio of the cost of production of any two types of products would give a 
measure of the raho of the value of these two products A cost of pro 
duction theory of value is a natural coroHary under sudi a set up and we 
had it But as has been told when production is confined within the- 
non K sub space such a proposition is not true Value is no longer 
objectively given since many of die co ordinates which define the 
point are not strictly quantifiable so that an objective theory of value did 
not have that immediate appeal The development of ntihtanan school 
of value theory at that time penod gives a strong presumption that a 
large part of the productive activity must have been going on within this 
non “K sub space 

Two things follow (1) Growth dunng this period has been mostly in 
the vanity region So long as the productive activity remained confined 

t ‘MiH J S Innctples of roiatad Ecanomj pp 747 -IS 2S4S edn Even in 1571 
cn his 7th edit on he maintains the same vein 
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to tilt, KT sub space the economy becime progressively depressed 
Buoyancy that came m the economy was mostly due to the enlarge 
nient of the vanity component of the national income (2) The dymmic 
factor in tins movement has been the rxpid frequency with which the 
non fC sub space has been spanned As has been pointed out 
tins cumulation has been possible simply becuise newer and newer points 
within this sub space have been readied We may if we like caU this 
zeal with which newer points are readied innovation But it must be 
understood this innovation has a mudi more specific meamng than the 
Schumpetenan mnovabon whidi is defined in a most gcnenl way as the 
setting of a new production function 
But when this process continues for long two things would follow 
(1) As more and more points within this sub space are spanned some of 
the points would come closer These points where they ore sufficiently 
close even though the co-orchnates cannot be slnctlj quanbfied are 
comparable i e tliey give the appearance of nearly same commodity type 
If tins IS so some of the advertised new commodities are put within the R 
sub class of the utility function by the consumers so that instead of being 
bacled by the surplus purchasing power which the consumers hold for 
new vanity bags these are subjected to the demand restnctionsi of the 
utility function This means the rate of groivth of demand for these 
commod ties dies not grow m keeping with the potentiabtjes for the pro 
duction of tliese commodities (2) As more and more points vvitlun the 
sub sp ICC art spanned tie op mng for still newer points withm the sub 
space deci nes so that new investment within this sub space has to be 
clone m established activities or at least die distance between this point 
and tlie nearest one is less than lliat which gives it non comparability 
Tlie two eSects are cumulative On tlie one hand the severity of com 
petition increases following the effect (2) Wired up with the restrictions 
on demand for the commodities its intensity further increases The 
economy becomes ot ce again predominantly depressed while at the same 
time the degree of competition increases We have agun a picture 
which IS nearer to the one we have for the Erst two decades of tlie nine 
leenth century However there is a point of difference between tliese 
two In the cise of the early nineteenth century the competition was 
among a large number of producers The reason is quite obvious Mono 
/vO/ £\f ihe mevri/jtahst hsiwg bsen Avt?A«i sms}i 

producers began to set up as independent producers It is these small 
producers who went through the Industnal Revolution ind naturally the 
number of producing units were suffiaently large at that time However 
as industrialisation continued the minimum fixed capital requirement for 
continuing individual producing units became larger On the one hand 
continued operation required liiger capital while at the same time the 
rate of profit declined This naturally led to sieving of the producers and 
not all could get through But those producers who were able to stand 
this severity were favoured by an uninterrupted run of nearly 
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Iiundred years buoyancy so that large capital accumulated m tlie hands of 
the producers ITie process of mcreasing the size of the industrial units 
and as a consequence the increasiDg level of mmimum requirements for 
fixed capital investment continued So that when at the end of the 
period of monopolisbc competition the producers came face to face again 
to compete they were now ginnls The competifaon during this penod 
therefore is not among a large number of small producers but among a 
small number of large producers 

Conclusion 

Tlus has been shown all commodities belonging to the K sub space 
would be forced to operate in a competitive market, so that under present 
circumstances Uus would lead to oligopolistic warfare and the consequent 
gravitation towards the cyst wall of security rather than to the vigorous as 
os shown under monopolistic competition \Vlien we combine this ivitli 
the present trend of increasing mechanisation of production process to its 
minutest detail we can at once realise the shape of the things to come 
All machines are more or less competitive Actually in any production 
enterprise first the total volume of work pattern is estimated and later an 
assortment of machines i$ selected which would be able to perform the 
work pattern at the least cost The machines of whatever use all belong 
to “h ' sub space since the activities of the machines can all be transformed 
to the elements in the satisfaction space Indeed, should this not be the 
case there would have been no production of machines This particular 
feature of the capital goods when therefore, mixed up ivith the fact 
as has been found out by Hoffman that the ratio of net output of capital 
goods to consumption goods lias been continually increasing over tlie 
period beginning from uidustnalisalion leads to the inevitable conclusion 
of a gradual stagnation of the economy It is indeed as if a tree growing 
by drawing vitality from its own roots so that the larger it grows the 
nearer becomes the day of its coUapse 

Queer really is this world If one wants to run after some thing for 
ever, it must be a mirage Tliere is no moving reil object that cannot be 
overtaken If for continual lull employment the rate of investment has 
to increase a larger part of this investment shall have to be in the vanity 
region that is for nothing but then people shall have to be forced to the 
belief that there is after all some thing 


^*l”*cf”inger F Holmyard and othcis A fltstorv of Technologj (Oxford) Vol IV, 
pp 78-79 and 277 ff 

2. John Jewkes and others T«c Source* of Inveraion (hlacimUan) p 36 C 



SlTRIUTt R\Y 


14 


Primary Exports and Pattern of International Trade* 
(JVilh Special Reference to India) 


Tnoucii the nbo\c title gnes sufficient mtlt<nli6n 'iboiit the scope ind 
mture of this piper one pirticnlar icnn pntfcm rcqhrcs, \vc think, 
some clanficition It is known tint there ire two ncccssiry conditions 
for trade rehlnc differences in ficfor (input) prices ind relative differ 
enccs in factor requirements in the production of different commodities 
The fimoiis Ileckshor Ohlin ipproich states inter aha tint a nation will 
tend to specialise its protluclion in and export those commodities which 
require for their production rclaiucly large amounts of those factors which 
Jt has in rehtjvmbundancc and which thu> aro cheap Tlic trade pattern 
thus, can be found cmpmcally A country wiila a certain factor supply 
combimtion may be placed m relation not only to one other country but 
practically the whole world in a system In the final section we shall add 
further comments on this pomf 

Tlie mam implication of a study like the present one is that it helps to 
appreciate the nature and causes of fluctuations in the balance of pay 
menLs of pnmary producing cminlncs m general It has licen found that 
fluctuations in price as well as in volume arc the mam causes of fliictua 
tions in the balance of payments of pnmary producing countnes It 
should be noted that some pnmary producing countnes export mainly 
food products some inclustnal raw materials ami some export both We 
have dealt mainly with India because it falls in the third group of coun 
tnes and thus provides a lictter field for general study Since industrial 
countnes arc the major importers of pnmary products an attempt has 
licen made in the first section to trace price and volume of exports of 
pnmary products in conjunction with economic activities of the industrial 
cminlncs In section two wc have tnctl to infer longterm trends in 
order to trace the pattern of intctnahooal trade m girveral 


• I am indehted to Mr Aj t Kumir DaajaipM who roatl an earlier draft of this paper 
for hii helptiu comments 

An argument may he rai e<l here that it « fntile to analyse separately price nnd 
vnl ime fl icfiiat nns since any change in the former wall Jrad in a change in the litter 
provided of corme Iho eommod ly in question is s«l j<>ct to siiff'cfent pneo elasticity 
tven a^ppting the vali lity of this arpiment it may I e siatrrl that an analysis of export 
pmcMYls IS required before making nidi a statement ff eiport proceeds tind pnee 
move m the same direction and maen tw!e ll en the prol 1cm lo-scs much of its import 
ance hilt if it is found that th<y d ffer in d rect on or magnitude then die explanation 
can he found in the nnatysis of stif ms. Minly for tins reason sac have sfarfeci our 
analys s primarily in terms of export ptocerxls and cnnictl on to price and vot ime 
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We begin our analysis walh m erunimbon of the following table which 
shows the trend in India s foreign trade dunng the last phase of nineteenth 
century and die early phase of twentieth century 


Tabu: 1 

IKDUfi FOREIC'l TBADE 1693-9 ( TO 1907 8 


(in m lliott rtrpcct) 



Mercl endue on! j 

Icar 

Import* 

Eiport* 

1893 94 

77021 

1063 03 

1894 95 

735 29 

108914 

1895 96 

72937 

1 14335 

1896-97 

761 17 

1039 64 

1897 98 

73647 

97633 

1898 99 

72101 

1128 00 

1899 00 

75304 

1090 S3 

1900 01 

762 779 

1 041 605 

1901 02 

815 190 

1212051 

1902-03 

767 879 

1^797 

1903-04 

848 233 

1496 334 

1904-05 

066783 

1341413 

1905 06 

1 030841 

1581 892 

1906-07 

1033 076 

1 730 820 

1907 08 

t 298 9S1 

1735 90 


SoOTCes Statutieal Absitact r«ti«iog to Bntuh India end of Trade of Indio 


Two factors should be noted here regarding India s export trade dunng 
the period eosered in the aboae table Firstly with the establishment 
and groivth of indigenous factory industnes manufactures began to bulk 
in a notable manner among Indian exports Thus the proportion of manu 
facture exports to total exports which was only 8 per cent in 1870 rose 
to 16 per cent in 1892 and went up to more than 22 per cent m 1907 08 
Secondly though manufactures had been increasing projiortionately In 
India s total exports the newly created industnes had not in the least 
entered into comxietition with imports but had merely hastened the 
decay of indigenous handicrafts That is to say the effects of the newly 
sprung up industnes on handicnrfts were injunous to India s small scale 
production In out discussion on import propensity we have pointed 
out that domestic production could not have influenced much in the 
earlier stages the import propensity as it did not enter into competition 
with foreign products The effect of this development on India s balance 
of payments was however unfavourable as India had to export food 
stuffs and raw materials to pay for some cheap manufactures The trade 
relation between Central Europe and Ind a for example shows tliat India 
sent nee oilseeds and raw cotton to Germany and Ausfna taking beet 
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rRI\fAn\ EXTORTS AXT> rATTERN Or IXTERN ATION \L TRADE 
‘■ugir and T hrge \ Triety of cheTp mwufTCtures of a tv'pe which she 
herself might well h-we produced * 

Between 1G99 1900 Tnd 1990 01 Indiis exports A^ere declining Tliis 
can be expf lined by (be fict tbit the South IVcst monsoon of 1900 fell 
below the le\el of expedition in Western India Tlie ravages of pligne 
were still spreading their devastating havoc there adding to the dis 
tress of famine stnckeii peopl'“ Moreovd" all the important industries 
were suffenng from the ague of depression Tlie cotton industry was 
doubly hit by (1) high pnee of cotton and (2) depressed yam market 
Tea industry faced difliculhes due to its exclusive dependence on London 
market* The subsequent cliange in monsoon md good harvests increased 
export receipts 

A depression of foreign origin was vasible during 1908 09 The spring 
harvest of 1907 had been generally indifferent particularly m Northern 
India and v\hen the failure of the South West monsoon occurred famine 
conditions declared themselves over a large area* Tlie high price of 
foodgrains robbed the people of purchasing power that would have other 
wase spent on cither imports Tlie depression set m world market mainly 
out of the banking failure m America in the late 1907 depressed India s 
exports Moreover there was also precipitated m India an exchange 
crisis during 1907-08 

The year 1909 10 marked the first definite stage of recovery as the 
following table will show 


Tablc 5 

PfDIA S TIWOE OF lICTCMASDiSC 
(m laVis of rupees) 


Icof 

Imports 

Eiporis 

]909'10 

1 17 06 

184 50 

1910-11 

1 21 35 

aosB’ 

1911 \Z 

138 57 

2 21 82 

1912 13 

16100 

2 4135 

1913 14 

18325 

2 44 20 


Source Rfiiett, of Trade of Indio (relevant years) 


Tlie reasons for a positive balance of payments dunng this penod were 
rise m exports and failure of irrports to beep pace wath Tlie former was 
due to (1) good monsoon in India and (2) failure of w heat m Amenca 
cotton in Egypt and oilseeds in Argentina This failure of supply from 
other competing countnes decreased the what we may call degree of 
competition \\ e shall take up this factor m our discussion of fluctuations 
later 


'era Ati'^ley Economic Dcielopment of Indut p 3-03 
, 'or OTimpte Indian Trade Journal (relevant jears) 
Rcifcio 0 / Trade of India 1907 8 p 1 
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llie follow ing nl)Ic recalciihted on ihc basis of prices prevaiLng in 
1900-01, will gisc a clearer picture of Inibas foreign Indc 


Table 3 

IM)US FOROC'I -niADE — 1900 01 TO 1913-14 


(In lakhs of rupees) 


Year 

Imports 

Liports 

1900-01 

7627 

1 04 16 

1901 02 

8152 

129 50 

1902-03 

8793 

1 38 13 

1903 04 

9253 

1 80 14 

1904 03 

0980 

1 83 78 

1903 06 

1 0308 

16910 

1906-07 

9002 

1 54 40 

1907 08 

107,50 

148 43 

1908-09 

12126 

1 23 06 

1909 10 

1 1351 

1 72 01 

1910-11 

1 1392 

2 00 76 

1911 13 

1 1772 

2 02 24 

1913 13 

13210 

206 39 

1913-14 

15035 

1 96 62 


(The above is recalculated on the basis of pnccs prevailing in 1900 01 The index 
numbers of prices arc given in the Imtex Number of Inrilen Pnees — 1S61 I92C Depart 
ment of Commercial Intell genee and Statistics India ) 


In 1914 The First World War broke out, and temumled in 1918 A 
tvnter writes on the elTert of the 'var as follows “An examination of the 
proportional gam or loss of the principal countries leads to the con 
elusion that India hxs been one of the worst sufferers from the War, so far 
ns foreign trade is concerned * About the reasons the most general one 
was the shortage of tonnage The unfavourable geograplucal position of 
India far away from its foreign mirket was another factor 
The following table shows the effects of war 


Table 4 



CVDIA S rOBEIC*» TAAnC — 1914 15 T 
(in lakhs of rupees) 

o 1916 19 


Year* 

Imports 

Exports 

In 1913-14 
Import* 


1914 15 

1 37 93 

24420 

1T753 

194 So 

1915-16 

13199 

l'*748 

1 0175 

1 66 95 

1916-17 

149 63 

19256 

68 02 

2.02 65 

1917 18 

150 42 

23710 

71 28 

1 86 75 

1918 19 

1 69 03 

233 44 

63 07 

15953 


SoLSCE ftciicu’ of Trade of Indus (relevant years) 


rananilAar S G Leonomte Cometiuettces of (be War (or Iruhn pp 53 54 
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111 analysing tlie factors causing the setback let us first take monsoon 
In the past it phyed a ^ery signifieint role as it plays now But dunng 
the penod under consideration though not satisfactory monsoon s' as fair 
on the "hole and could not be the real cause of dwmdhng exports On 
evamination it appears that llie disister was miinly caused by terms of 
trade the ratio of export pnce to import pnce During 1913 14 to 1918 
19 terms of trade for India was as folio" s 

Table 5 

19Ij 14 I9i4 IS 1915-16 I9I6-I7 I9I" 18 19lS 19 

Imports 100 101 126 I“0 211 265 

Exports too 102 IW 177 125 150 


It cm be said unhcsit itingly ilut dunng tlie war terms of trade "ere 
cvtrcm-“ly unfavourable to India 

There were other reasons for the dvvantUing balince of payanents dunng 
Uie war penod For example 

(1) cessation of commerce vnlli enemy countries and tlicir occupied 
temtones 

(2) virtuil stop[ ige of tridc "ilh such illics us Russia 

(3) restnct“d trade " ith neutral countnes 

(4) imposition of import and export duties 

Apart from these exogenous factors domestically India w as hard hit by 
the combination of labour unrest >nd of congestion and confusion of rail 
way traffic— "liicli rendered it extremely difficult to carry coil from the 
fields to the industnil areas — was to affect Indus industnil activaty md 
thus indirectlv voliini'’ of exjxirts and imports Moreover bad monsoon 
checked a major item of export food and unfavourable terms of trade 
restneted the expinsion of imports The position of foreign trade dunng 
the "ar penod can be seen from tlie following table 

Table 6 



ruJU !> 

FOBEICN TR.VDE — 191 >-l4 TO 19- 
(in I9I$-14 pnees) 

2 ■'3 



1913-14 

1919-20 

1920-'*! 

1921 22 

1922 23 

Imports 

193 

101 

142 

124 

138 

Exports 

244 

198 I'i 

182 

214 


SotUCE 

Rar P induiA Foreign Trade p 

116 



The most important feature of the above table is tliat though export 
trade show ed si<rns of recov ery from 1921 22 ev en in 1922 23 the pre " ar 
level was not reached Moreover die process of recovery "ns very slow 
Secondly though exports increased from 1921 22 imports declined m 
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1921-22 after an improvemsnt in 1920 21. Here we shall try to explain 
the factors responsible for this development m India's foreign trade 
Since India s trade relations have had much to do with European and 
American situation, it will be worth surveying the then condition of 
Europe and America 

By the end of 1918 the peoples of Central Europe were starving and 
agricultural output was so low that there was no prospect of their being 
able to feed themselves for a long time Moreover, most of Europe was 
completely denuded of raw materials by the war and the end of the war 
was followed by a boom, and an acute sliortagc of raw matenals But in 
the ensuing scramble countries with sound financial resources, such as 
1/ K and USA , got the lion's share. It shows that the primary exporters 
could have improved their balance of payments further had there been 
less financial destruction of the majority importers These Central Euro- 
pean counlnes were able to get the raw matenals they needed only when 
a slump had set in 

In U S A and Western Europe there was no such acute distress There 
It was expected that the curtailment of war demand would give nse to 
slump, which was, however, unfounded By March 1919 slight rcces 
sion gave way to a boom of astonishing dimensions Increased purehas 
mg power, universal desire to replenish stodcs, deficit budgeting and to 
some extent low interest rate, all contributed towards the boom, which 
collapsed when raw matenals and foodstuffs, which accumulated overseas 
dunng the war for lack of shipping, began to amve in Europe Credit 
restnction, and increased production strengthened the slump Prices 
began to fall m March 1920 and within next two years, were halved * 
U K had a major share m India's exports The relative stagnation of 
U K at a time when several other counlnes were forging ahead, had un- 
favourable effect on India’s exports The slow recovery of United 
Kingdom after the 1920 slump is attnbulabic mainly to deflabon The 
decision to return to the gold standard at the pre war rate was taken as 
early as 1919 and stnngcnt credit conditions hindered recovery The 
slow recovery in trade was mainly because the war had damaged the pre- 
war network of trade 

From 1925 to 1929 tlie period was a fair one In this penod world 
production of foodstuffs and raw malenab increased by 11 per cent and 
world trade by 19 per cent, world manufacture proved particularly 
buoyant, increasing by as much as 26 per cent Tlie pattern was set by 
USA Their imports, espeaally of raw matenals, increased. Here 
again UJC 's recovery was ne^igible The following table shows the 
production of manufactures in U K and India 


* A detailed account can be found m the Leamie of Nalioni publication EcOfitwiic 
Fluctuationt in the United States and the Unilea Kingdcwi 1918 22 
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Tabix 7 


ANNUAL INDICES OP AIASUF VCTCWNC PrODUCTION 

1913^100 


Ycofs 

UK 

India 

1925 

863 

1320 

1926 

78 8 

144 7 

1927 

060 

1515 

1928 

951 

133 0 

1929 

100 3 

157 3 


(Compiled from ifirfiisDia/wafiyn mid roreigii Trade Leugus. of Njlioii:., pp 35 ) 


Following Dr Chang s foronilation of Export elasticity of imports , it 
can be said that as U K s export trade was hard hit, for instance, cotton 
lost its export markets because of growth of Indian domestic production 
and of Japanese competition in the Far East, her propensity to import 
decreased and for that matter pnmxry exports of underdeveloped coun 
tnes. as India India s balance of payments suffered also from the fact 
that her major exporter, U K charged a very high price For example, 
taking 1913 as 100, the average of export prices for 1927 29 w ts France 
101, Italy 123, Switzerland 1-19, and UK 162 "nns leaves no room for 
doubt that Bntisli pnees were too high ’ 

U K’s return to gold standard in 1925 was an incident of much impor 
taiice Tile importance lies in the new feilure of the stand ird different 
from the old, tint is to say. the new standard was different from the old 
in that a large number of countries held .as reserves foreign exchange in 
Table 8 

AVEavCF TAWFP LEVELS 1013 AND 1925 

1013 1925 liicrcaro 

per ccat per cent per cent 

_ _ __ ___ 

33 29 - 4 

16 26 0 

17 25 8 

18 23 5 

18 10 1 

17 17 0 

18 16 - 2 

4 14 10 

16 13 - 3 

18 12 _ 6 

18 12 .-6 

12 12 0 

7 11 4 

6 8 2 

9 e - 3 

3 4 1 

0 4 4 


Spam 

USA 

Argentina 

Australia 

Hunsaty 

Czechoslovakia 

Italy 

Canada 

fnclia 

Sweden 

Austna 

France 

Germany 

Swatzeiland 

Belgium 

Denmark 

Netherlands 

UK 


’ See, League of Nations, Beima of World Trade, 1927 29 
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place of or in ndduion to gold This however put heavy strain on 
London and New lorlc, but the strain, it uas proved ultimately vvais too 
severe for UK to sustain and she vvis forced to abandon the gold 
st indard ' 

Tliough the unstability of the Gold Extlniige Stand ird was not realised 
at the time there were mxiety ibout other obstacles to international 
tride for e\imp]e growth of tanS A League of Nations calculation* 
(Tible 8) shows how tanffs had grown since 1913 
A conference held at Geneva in 1927 raised some hopes about the cur 
lailmcnt of tariff but the news of pio[m$ed tariff increisc in U S A 
diminislicd the hopes Tiriff increises after 1929 were bigger than ever 
So far as India s domestic economic activity is concerned it is dear 
that the favourable monsoon of 1922 and cquall) satisfactory seasonal 
conditions in subsequent years till 192S 29 put her m a satisfactory post 
tion Term of trade also became favourable as can be s'^en from the fol 
lowang figures 


Table 9 


101 3 1920 1921 1922 1923 192-1 1 92 5 1026 1027 1028 1J2J 

Imports 100 237 214 169 190 180 158 148 136 133 123 

Exports 100 140 127 140 145 154 152 132 130 127 118 


So It may be concluded that at the background of economic and political 
stability of Europe and stabilisation of worlds currencies and exchange 
good monsoon coupled with favourable terms of trade helped India 
ni untain i steidy balance of payments though the pre war level was not 
regained until 1928 29 for reasons mentioned already 
Tiien came the great depression of 1929 To explain the reasons of the 
collapse is outside the scope of our study Here we shall only confine 
ciirselves to the consequent effects of the depression on India s balance of 
pa)ments 

First let us tal e the pnee factor Tlie index of prices of commodities 
entenng world trade fell from 1929 to 1912 by 56 per cent for raw mate 
rials 48 per cent for foodstuffs and 37 per cent for manufactures * It 
shows that primary produang countnes were placed m difficulty some 
were driven off the gold slmdanl m 1930 or forced to take other mea 
sures to curtail tlieir international payments measures which started a 
train of restrictions on mfe/n'Uional trade and harmed industrial pro 
ducers as well If vve take the sequence of events m the international 
sphere they were as Prof Lewis puts it contraction of lending the fall 
of pnees the contraction of trade the monetary crises Tlie conlrac 
tion of foreign investment caused a sharp curtailment in the imports of 

* See League nf NaUon McmoranJani on Tar^f Leicl Indices 
’ League of Nations Heueu, of Wotl I Trade 1933 
” Lewis W A economic Surcej London ItSO p 57 
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borrowin" countrits Tlic rcS»iU the debtor countries Ind sudclenl> 
to con\ ert import surplus IQ export surplus as Gemnny. or from lou ex 
port surplus to hrger export surplus for etimple fne countries — 
Argentina, Aiistraba Austria Indn and New ZeaUnd — rncieascd 
from +119 m 1929 to +239 in 1931 (in millions of dollars) 

\fost of the debtor countries xxere primary producers and they suffered 
also from fall in primary prices which Jihe the decline m imeslment Inti 
begun before the Amencan slump but wbicb moved miidi more swiftly 
after October 1929 Tliese conntnes found increasing diffiailty in 
balancing their international accounts espcciallj as part of (he export 
proceeds was required for fixctl interest pajanents 
As a result of airtailcd demand for primary products and manufacUires 
world trade was bound to contract 


Table 10 


pnooicno'. AST) TTAur 1939-5' 



)939 

1932 

1937 

FoodstuSi 




NNotld trade 

too 

89 

933 

UoiM production 

Raw matenaU 

too 

too 

lOS 

^^orld trade 

too 

8J5 

lOS 

5\or]d produrtjon 
Maoufactures 

too 

“4 

116 

ttorid trade 

too 

593 

87 

^^ot1d production 

too 

70 

120 


The decline of wor(d trade was however greater than the decline of 
production except m the eaxe of ran mafenals The principal reason for 
this IS that trade contracted not only because of the slurnp and the 
decline of foreign investment but also b-’cause the reaction of most coun 
(nes to the depression was to increase llic barriers to trade Restnctions 
were applied espeaally to imports of food and imports of manufactures '* 
Let ns examine India s position m some details Tiic main question is 
whether the depression onginalinc »n \mcnca affected the Indian balance 
of payments through the foreign trade multiplier or India was affected by 
her own domestic economic activity Our contenhon is that India was 
suffering from falling pnecs prior to the depression and the world wade 
depression aggravated her position Wiatcver be the efTccts of the world 
depression which started m the Autumn of 1929 it appears that the paces 
of the pnmary ccimrnoditios had been slowly falling since (he beginning of 
1926 so that, even there were no crises in 1929 it is lihely that India 
Would haic suffered from a mild agnciiltnral depression As it is (he 
World depression bad aggravated tbe situation 
J, of Nation' W or/<i Ccenomic *CMfcr/ 1951*32 p 172 

+.», A azrcc enttrely wrtJi Dr Xfadan wto says lhaf the lie in trade 

nen nd piquet on was due to self sufEnency See 1 s InJui and Imperial rreference 
Orford Unnersily press 1939 pp I6-J7 lermce 
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Production in India cannot very profitably, be taken as a measure of 
activity in the case of agriculture because here virtually the same area is 
cropped every year so tint the production is practically independent of 
the price oht lined or the supply of resources from the subsistence to the 
market sector was less price ehstic ** In other countries farmers increase 
production when price fall to keep up their income In India it is not 
possible for want of land and capital Tlie following table shows some 
thing to appreciate our above analysts 


Tabix II 

AKEA UVDCn CROPS PS BltinSIl IVDIA {iM 1 000 ACREACE) 


Years 

Food crops 

Non food crops 

Total 

1928 29 

200269 

SI 189 

251 458 

1929 30 

200218 

49 839 

250 057 

1930 31 

202700 

48 067 

2S0 773 

1931 32 

205 014 

46 547 

251 471 


Source Indian Trade Jaumah 


Tlie fall in non food crop is more than made up by food crop The fall 
in the former is due to the fact that since foreign countries are the main 
consumers of these crops, fall m export leads to the fall m acreage In 
the case of jute* the fall m price has been such that the pnee has become 
lower than the money cost of production (Bengal Jute Enquiry Report) 
In view of this constancy it is diJBcuIl to establish any cycle in our 
agricultural production 

It IS not however, possible to point to a particular month to show the 
start of the depression For instance, the individual commodity prices 
were falling since 1926 secondly prices fall not merely as a result of 
actual change in supply and demand conditions but also in anticipation of 
such changes thirdly it is not possible to ignore the seasonal factor 
The following table shows that a mild agncultiiral depression set m as 
early as 1927 


’’ Thu refers to total product on and not particular crops In fact it has been 
found that annual percentage vanations m acreage (A) and deBated pr ces (P) are con 
nected roughly by the equation given below with their respective correbfion co 
elficient (r) 

Cotton A- 1656+ 0261P r =* + 06 

Linseed A- 42 + Q57P r = + Q57 

Groundnut A = 122 + 045P r = + 052 

(Source Smha and others Indum Culliuitort Responte to Prices Sanlhya Nos 1 
2 3 pp 155 63 ) 

The equations relate to the period 1900 29 for cotton 1900-28 for 1 nseet! and 1901 23 
for groundnut The form of equation is not satisfactory as it might lead one to 
suppose that even if there is no change in pnci* (P=0> acreage would change 
considerably cf Fisher Slolirtical Methods p 156 
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Tabix 12 


INDICES or ^VBOIXSUE PMCES (c.\l.CinTA) 


Yean 

Cereals 

Pulse 

Odseeds 

Other food 
orticlcs 

Rato 

jute 

Rjto 

cation 

1926 

105 

95 

&4 

105 

120 

68 

1927 

105 

99 

100 

107 

93 

100 

1928 

100 

100 

100 

100 

100 

100 

1929 

94 

97 

109 

103 

95 

88 

1930 

75 

76 

90 

88 

63 

55 

1931 

59 

57 

58 

71 

49 

50 

1932 

SI 

59 

54 

64 

4S 

55 

1933 

50 

55 

51 

58 

41 

48 

1934 

52 

55 

66 

63 

40 

44 


SoinicE Intibin Trade JottmaU 


Towards the end of 1932 the economic indices began to move upward 
Restnctions on imports were also relaxed As the pnces of pnmary pro 
ducts revived bilatvce of payments position of several oountnes improved 
A point may be raised however about the rate of growth m exports 
There « a new that the rate of etpansion of Indian Exports iva5 higher 
throughout this penod in spite of Imperial Preference and other restno 
live measures The reason according to this view, was the dependence 
of European countries on India s exports '* 

Our opinion is however that though there xvas a recovery m the inter 
national situabou it was not complete except in a view countries, and the 
process was verj slow indeed Thus at the heights of the boom there 
Mere over 5 000 000 unemployed m the U S A and over 1 000 000 in the 
U-K Though consumption revived investment lagged behmd due to 
large accumulated capital equipment which hung over the investment 
market Taking 1932 as 100 the indices of industnal produchon for 
19o7 are France 114 U k 171 und U SJi 194 Moreover we have noted 
earlier that U K s imports of some specific primary products depend on 
her exports of some specific manufactures It means a direct correlation 
exists between U K s imports and exports U K s quantum of exports 
lahng 1927 as 100 was 106 in 1929 66 in 1932 and only 88 m 1937 So 
It may- be argued that had the recovery been a bit more quicker and 
U k s exports higher the pnniaay exporters mcludmg India would have 
gained more through increased exports 
In the second half of 1937 pnces started to drop again Tins fall in 
pnces especially agnculturil coupled with the separation of Burma from 
India aSected the latter s balance of payments adversely 
No specific figures about the war bme balance of payments of India 
are available Information is however available about the icquisihon of 
sterlmg balances which would seem to make good the absence of data 
regarding the balance of payments The following table shows the acqui 
sibOQ and disposal of sterling by the Reserve Bank of India 
‘League of Nations Recreur of Model Trade 1&38 





(3) Sterling sales to public 
Total sterling holdings 
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Hu^e accumulations of sterling balances signify a positive balance of 
payment Improvement m export pnces and fall m imports coupled with 
heavy invisible items contributed towards tins positive position Hie 
balance of payments was further strengthened by repatnabon of sterling 
debt and tliereby reducmg the payment for services and other mterest 
payments 

The improv ement m tlie balance of payments was further possible due 
to maeased industrial activity m India For instance of tlie total value 
of merchandise exported manufactures unprov ed their posibon from 
SO per cent m 1938 39 to 51 1 per cent ui 1914-45 wlule raw matenals 
declined from 45 1 per cent to 25 6 per cent The trend was reversed in 
the case of imports These trends may be taken to be an indication of 
India s war time mdustnalisation 

A queshon may be raised that increased exports of manufactures were 
due to war time scarcity of tounage pre occupation of supplying countnes 
wtli the w^ir etc and the reason for die pcrcenlige increise m nw 
material imports vvas due to large extent lo the imports of petroleum 
which was clearly for war purpose 

To this type of argument it may ba pointed out that granting the 
shortage of tonmge and other factors the simple fact tliat India exported 
larger volume of manufactures is a clear mdication tliat slie increased 
her capacity to produce and actually did increase her industrial produc 
Uon as the following figures will show 


Table 14 

dCIAS KBUSTTUAL MODUCnON (1938-15) 


Industry 

Vnt 

1938 

IWO 

1941 

1942 

1643 

1044 

104o 

Il 

000 

Ions 

702 

886 

lOOO 

923 

947 

934 

954 

Cotton 
p eevgoads 

M llion 
>-ds 

4 306 

4092 

4.531 

4025 

4 751 

4 852 

4711 

Jute 

manufactures 

000 

tons 

W66 

1.234 

1194 

1278 

1084 

1 115 

1086 

iulphunc 

acid 

OOO 

485 

731 

874 

784 

861 

804 

734 

Paints 

000 

572 

T2S 

1064 

10^ 

1105 

I I4I 

1030 

Paper and 
per boards 

000 

carts 

1164 

1698 

1854 

1810 

1792 

1927 

1944 


SoracE Report on CorrerKv Finance Reserve Bank of Ind n 19ol 


Secondly about imports it may be pointed out that apart from a slight 
fall m metals and ores other raw and uidusbtal materials such as raw 
Wool chemicals dyes and colours etc show an increase Moreover it 
IS interesting to note that the import of oils shows the highest figure only 
m 1944-43 a year after the war It is our contenbon that the increased 
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Oil imports though to some extent necessitated by war demand were due 
to an important extent for development of transport 

Coming to the postwar devilopment w«, find fairly close correspon 
dence has been maintained between payments and receipts under the 
current account up to 1948 ITie partition of the country and the effect 
of reimposed import controls towards the later half of 1947 caused the 
\alue of imports of merchandise to fall It may be noted that up to 1948 
India had a positive balance on private account and non monetary gold 
movement played a very insignificant part However the pre war feature 
of a regular deficit on service account reappeared though in a mild form 
due particularly to the interest accruing on the sterling assets of the 
Beserve Bank of India 

India however changed her position from export surplus to import 
surplus The percentage of her imports to exports has been rising as 
follows 


Taiiix is 

VALVB OF tNVlAS BXrOKTS Ar»D )il>ORTS 
(Export) as percentages of Imports) 


Year 


Year 


1938 

107* 

1948 

78 

1946 

90* 

J949 

84 

1947 

89 

19 lO 

106 


* Undivided Ind a 

SounCi! U N Economic Suroej of Asia and tl e Far East 1050 p 815 


The partition of India had its share in this disbalaneing of foreign trade 
As observed m the Survey “The quantum index shows that India s ex 
ports after partition were only about 66 per cent of the pre war figure 
Partition reduced India s export capaaty in the two major exports jute 
and cotton The index in 1918 dropped to 58 per cent of the pre war 
level On the other hand the volume of imports by 1917 had already 
reached 94 per cent of the pre war level (p 320) 

The following table gives the quantum index of trade 


Tablb 16 


Year 

Experts 

Imports 

1946 

66 

80 

1947 

66 

04 

1948 

58 

94 

1949 

62 

97 

1950 

66 

83 


One reason for this drop m Indias exports was that the British Com 
monwealth and the USA were buymg only two thirds of India s former 
exports while India was purchasing firom them 80 to 90 per cent of her 
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fonner imports Moreover, m recent years, imports of food and ^a^v 
cotton play a dominant role in India s import surplus and negative 
balance of trade 

One further point should be mentioned here It concerns the relative 
price changes of \ anous classes of goods Compared with 1938 pnmary 
goods, in gmenl, have increased substantially more than the price of 
capital goods Comparison of U K mid U SA umt value indices for 
exports of classes of goods that are broadly representative of capital goods, 
with the unit value indices for their imports of primary goods is indicative 
of the general situation Tbs following table shows this 


TaBL£ 17 



1937=100 


1938 = 100 


Item 

1947 

1948 

1947 

1948 

United langdom 





Izsports of priniao’ 
goods 

238 

273 

251 

287 

Exports of capital 
goods 

216 

234 

210 

228 

United States 





Imports of pnmary 
goods 

195 

215 

235 

261 

E^xirts of capital 
goods 

177 


179 


Exports of fioisfied 
manufactures 

180 

190 

182 

192 


Source Relatiie Pnces of Exports and Imports of Vndetdeieloped Countries, 

1949 p 9 


The problem w, however, sirce the pnce of pnmary products was 
higher than that of capital goods, why could India not improve her balance 
of payments position instead of deteriorating The answer is that though 
primary prices were favourable, it does not mean that every underdeve 
loped country which exported pumiry goods was able to buy more capital 
goods from the UK or U S A for a given quantity of its products than 
m the pre war years By cornpanson with 1938, more underdeveloped 
countnes were favourably positioned than compared with 1937 Pnce 
changes among the vanous primary goods which diHetent underdeveloped 
countnes export and the vanous capital goods which they import have 
been highly diverse The underdeveloped countnes exporting pnraanly 
non food raatemis tended to bo considerably worse off than those export 
ed food If 1937 is I'lken as standard of cornpanson, then it cannot be 
said that exporter of pnmary materials — as dislingmshed from food 
stuffs — obtained their capital goods on more advantageous pnce terms 
India, clearly falls on the group of non food exporter, and moreover, she 
IS a large unporter of foodstuffs It explains the mibihty of India to take 
advantage of pnce increase of pnmary products To add, among the 
capital goods, copper manufactures, textile machinery and induslnal 
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chemicals increased in price more than the average of primary materials 
Underdeveloped countnes m general did not import much of these com 
raoclities to affect tlieir terms of trade whereas India was a large post 
war importer of industrial chemicals Tliese two reasons explain why 
India suffered when other underdeveloped countnes exporting non food 
pnmary products improved their balance of payments 
As was the case after the Fust War a considerable pent up demand for 
consumption goods and capital goods for replacement purpose was m 
hented by India from the Second War This inflationary potential was 
reinforced by substantial government budget defiats dunng the immediate 
post war period the Korean War boom dunng 1930-51 and a high level 
of investment particularly in slocks dunng 195152 These resulted m 
high level of imports particularly of raw jute raw cotton food and 
machinery 

Rise in pnc» of exports during 1950 52 increased the value of exports 
compared with exports dunng 1918 50 \ part of this was in the nature 

of adjustments iflcr the devaluation in 1919 The major part however 
was due to the Korean War boom and (he pnee level of exports in 1931 
52 was the highest reached in tlie post war penod With the passing of the 
Korein War influence and govemment s policy of regulating exports as a 
part of the measures to disinflale the economy the volume of exports 
rapidly declined 

As a result of favourable change in the terms of trade the value of 
exports dunng 1949 50 and 1930-51 was higher than imports and as a 
result trade deficit narrowed down In 1951 52 there was a larger increase 
in imports than exports and the trade defiat again widened 
The foregoing survey shows inter alia that terms of trade play an 
important role in generating fluctuations in pnmary exports The follow 
mg table shows more precisely the extent to which some major primary 
products sustained m world market dunng 1901 to 1950 

Tabus 18 


Import unit 

Cemmodtj Va/ues— 1901 to IQoO 

{aterage peicentago fluctuation per year) 


Copper 

155 

Tn 


Sod van N tratc 



207 


147 


18 4 

Sdlc 


Jute 




Tea 



Source U N InstabJit j of Lipoit Varkeit of Vnderdeieloped Counlriei 



PRUtAHy EXPORTS A.VD PATTOLV OF EVTEn.VfnONU, TRADE 


175 


Trice fluctuations of such magnitude as is shown m the above table, can 
easilj^ render terms of trade evtremely fluctuating to pnmary exporting 
countries But can we take unfavourable terms of trade and economic 
activities of the industrial countnes as the mam explanatory vanables for 
the pattern of pnmary exports? A closer analysis however will show 
that vve cannot Because world exports of pamary products have been 
declining m spite of the fact that world trade and for that matter world 
production m manufactured aitides has been increasing The foUowang 
figures bnng out the contrast more dearly From 1850 to 1913 world 
production of primary products increased steadily a* about 3 2 per cent 
per annum and from 1876/80 to 1013 the cumulative annual increase in 
manufacturing production was 4 1 per cent in trade in manufactures 3 3 
per cent and in trade in pnmary products 3 4 per cent 
World production and trade in pnmary products increased in almost 
exact proportions hut world trade in manufactures lagged behind world 
production of manufactures World production and trade in pnmary 
products moved in just opposite war as is shown m Table 10 To some 
extent this was obviously due to the growth of trade obstacles but there 
were other long term factors also Loohng at the problem conceptually 
there are two main trends to be examined The first is the demand for 
pnmary products A falling rate of growth of pnmary demand from 
indistrnl countnes might so move the terms of trade against such pro 
ducts that pnmary producers were compelled to mdustnilise And 
secondly if the supply of pnmary products fails to grow rapidly mdus 
trial countnes will be dnven to depend on therr pnmary production To 
those trends we shall now turn oiir attention 

n 

In our discussion so far we have assumed that in the short run trade m 
pnmaiy products is dominated by the demand of mdustnal countries As 
a whole, a primary producing country may trade with another one but is 
likely to do less trade vvith it than it would do with an industnalised 
country But it leads to the question of the level of international trade 
and prospenfy at home and abroad Even if two countnes are not tied 
IqgfthfT h}' ? g.c^ jAAsyfcral av jPwd jiraxw 

arbitrary panty conceivably they may still bo dependent one on the 
other for the maintenance of prospenty wnthm their own borders The 
degree of dependence would seem to be determined by the importance of 
exports and imports in the economy of eadi nation Any change in 
spending however m one country may not lead to change in exports of 
another country Everything seems to depend on vihether it is domesbc 
goods import goods or export goods that feel the brunt of the decline m 

« ’See Lea^c of Natoas Ind istr alttct on and Foreign Trade also Snyder C 
^ew Measures of Trade and of Economc Grovth” lournal of Rot/ul SffllwlicaJ 
Jan 1934 
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spending on the part of the citizens of the country m question Obviously 
pnmary exporters will feel the impact of change m spending on both 
domestic and imported goods m the industrialised countries Another 
point should be noted here Baw matenals specially perishable agncul 
tural commodities are unlike minufachirecl goods m that they are usually 
thrust on the market for whatever th^ will fetch (in the absence of 
governmental intervention) and hence illustrate the case of a vertical 
supply curve Moreover if a country exports raw materials and imports 
finished goods and if tht export commodities have very little 
domestic demand then there cannot be any indifference curve for these 
goods and imported fimshed commodities Trade of this nature is some 
times called colonial trade The available evidence clearly shows that 
the trade relations between the pnmary exporting countries like India 
and the industnalised countnes like U K and the USA have had the 
characteristics of colonial trade The most sinking feature of this trade 
rather notorious one is that the prospenty of colonial countnes is depen 
dent on the prosperity of the big mdustnal nations This is more true to 
those countnes where export earning is the major component of the 
iiitional income Though cip till now export earning has not reached that 
magnitude in India still her prospenty in the export mdustnes has been 
closely tied with the economic growth of the mdustnal countnes The 
mam problem therefore is the rate of growth of demand of industnalised 
countnes As mdustnal investment creates demand for pnmoiy pro 
ducts then by definition a decline in the former will lower the demand 
for the latter Though the evidence is not conclusive yet a pattern can 
be traced out of it One important factor of investment rite of interest 
however does not throw mucli light on the problem The theory states 
that the rate of interest depends on the demand for and supply of funds 
even then lower rate of interest may not necessarily be due to lower 
demand but might equally be due to a larger supply Moreover in U K 
interest rale has not shown a secular tendency to decline 
Evidence on savings though scanty shoiw that since 1898 it is dechn 
ing steadily at least in USA * Colin Clark shows m U K savings 
per head as related to real income per head increasing as a percentage 
of income up to an income of about 1 2fl0 international units and there 
after declining” It shows that as countnes grow they invest after a 
while a smaller part of their income 
The more important factor is however the growth of populahon 
The rate of population increase has been rfedmiiig for some time among 
most European peoples since 1881 m U K and USA Though this find 
ing IS not conclusive we can say that at present there seems to be a 
tendency for the increase of populations in industnalised countnes to 
decline and there should be a corresponding decline m the rate of growth 


* Kuznets S Natioml Product Mice 1869 
Cla k C The Cond turns of Economic Progress p 400 Alw 
mtes of i960 p 118 


h s The Econo- 
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of their production ^^oreo^er as real income increases the demand for 
semces grows more rapidly than the demand for pninary and industnal 
products Cohn Clark” has shown that at the highest levels of real m 
come the percentage of the population engaged in mdusfnal production 
tends to decbne and it supports the view that the rate of growth of indus 
trial production should d^ine as countnes mature Coming to industnal 
production itself «e can say that though the indices of industnal pro- 
duction IS distorted by defective wei^bng there seem to be enough 
evndence to support the argument that as mdustnaUsation proceeds a 
point IS reached beyond which the rale of growth shows a secular decline 
So coming to our onginal problem we can now say that as the demand for 
pnmary products depends on the growth of industnal production m 
developed countnes the demand increases at a declimng rate due chiefly 
to falling population growth 

Coming down to individual items vve consider here food and raw mate 
nals — mam pnmary products Prof Lewis argues that the demand for 
food does not grow proportionately with income Naturally nse in m 
come results in lower food exports from the pnmary produang countnes ” 
In our opmion Prof Lewis is partially correct There is another side of 
the picture Iho mcreast in any pnmary producing country s population 
tends eventually to reduce its exports in relation to its output Eastern 
Europe and India were both large gram exporters both ceased to become 
so because their population mcreased and ate up the exportable gram 
surplus Thus both nse m industnal countnes income and primary pro 
ducing countnes populaticin tends to decrease food exports 

Similar forces are it work with raw matenals ^Vlth technological 
progress new methods are found to economise the use of raw matenals 
with the mm of getting the same commodity from a smaller amount of 
mitenal Though unlike foodstuffs there is no limit to the possible 
expansion of demand for nw matenals as costs fall nevertheless the fact 
remains that with technical progress a unit of output requires a smaller 
volume of raw mitemls The present position m world trade is that 
food dnnk and tobacco amount to about 17 per cent (by value) against 
something like 23 per cent m the 1920 s raw matenals are about 14 per 
cent as compared with nearly 20 per cent thirty years ago All manufac- 
tures ts^gether incJcrdiVfg chevmcsfs hstc jVsitifsijy etsen from 44 A? 52 
per cent of the total while foodstuffs raw matenals and fuels have fallen 
from 13 to 3S per cent of it This shift towards manufactures reflects the 
Increased industnahsabon of the world It is also due m some measure 
to the fact that man} of the goods which are of mcreised importance in 
mtermt onal trade and prodi ction generally (automohiles for instance) 
ire of higher value in relation to the raw matenals which go mto them 
' Ihtd p 29 

\V A Economic S irtcy p 184 

rr VT “ trend is clearly shown in Wol orial Incomes and IntemathncJ Trade bv 
*i NesserandF Mod g! ani Chap 1 ^ 
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than IS the case with textiles, which were formally of greater importance 
lelatively to other goods than they are now In other words, more is 
added by manufacture to the raw njatenah in the newer industries than 
in the older ones, so tiiat the demand for raw matenals lends to increase 
less than tlie demand for finished goods 
Thus, if taken together, a tendency for the rate of industnal growth to 
dechne, and a tendency for the ratio of growth of primary demand to 
industrial growth also to detdiite, it is but expected of the demand of old 
industrial countries to show a long term decelaration Moreover, obstacles 
imposed by tariffs cannot bo overlooked 
Tlie more important tienil, however, is the industnahsation of under 
developed countries The main finding is that as industnahsation pro 
ceeds, a country becomes a net importer of pnmary products and a net 
exporter of manufactures This trend is shown clearly in the following 
tabic With respect to India 


Table 19 

India's rMPonrs and ExronTs 
(Value In ewer of mpees) 


Year 

Food Drink and 
Tobacco 

Raw Materials 

Manufactured Cooit 


A 

0 

A 

P 

A 

B 

1938 39 

24 00 

157 

Imports 

3318 

217 

92 79 

60 8 

1945-43 


03 

11657 

48 5 

9753 

40 6 

1946 47 

68 74 

134 

7496 

260 

167 S8 

581 

1947-48 

4893 

Its 

9227 

231 

252 90 

63 4 

1948 49 


288 

12765 

23 6 

29775 

518 

1949-50 

12278 

210 

14430 

25 8 

28865 

515 

1950 51 

108 67 

18^ 

198 33 

351 


457 



233 

Exports 

7628 

451 

50 72 

300 



221 

8485 

321 

114 68 

43 4 

1946-47 


186 

10Q26 

335 

14910 

40 7 

1947-48 

78 78 

191 

12626 

313 

196 64 

48 8 

1948-49 

8755 

207 

08 04 

23 3 

234 79 

55 5 

1949 50 

11588 

246 

104 20 

221 

249 61 

52 9 

1950-51 

13251 

237 

11043 

20 8 

307 55 

55 0 


A=Value l?=Pcr cent 

(Calcuktcd on the basis of figures published in Reserve Dank Report on Currency 


and Firtance 1948 49 p 84) 

It IS very impotant to note the mcreased import of manufactured goods, 
which were composed of machinery and other capital goods The share 
of raw matenals increased from 25 8 per cent m 1949-50 to 35 1 per cent 
m 1950 51 Import of raw materials increased continuously in value 
term The same thing hajqiened to other countries For example, 
counting in millions of dollars the USA in 1885/88 exported net 250 
pnmary products and imported net 142 manufactures, and by 1936/38 
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she unported net 24G pnmary and exported net 519 manufactures So it 
cm be said the le%el o£ international trade depends tnamly on this process 
More industrialisation will result m hi^er demand for primary products 
The most obvious eflect of the growth of domestic industnes is a reduc- 
tion m imports of tlie type of goods that the new industnes produce The 
effect of this upon the country s foreign trade is usually offset to a greater 
or less extent, however by an increase m imports of capital equipment 
plus varying proportions of the raw matenafs which constitute the input 
of the new industries Whether the forces mahin^ for an increase in total 
imports are greater than, those tendmg to curb imports is a question which 
cannot be ans\ve’’ed in advance but according to one source (League of 
Nations op ett p 91) at least m the absence of restnctive commeraal 
pohcies and currency disorders imports of manufactures tend to be 
stoiJated b} the mdusinaJ growth of tlie less developed countnes In 
some cases this is a consequence of the entry of worVers into the market 
economy with an increasing part of their consumption imported m res 
ponse to demonstration effect or competitive pnees Moreover the 
necessity to import anses from the import content of the investment pro 
gramme or the need for particular raw matenals for which no convement 
substitutes are available Dr Prebishs model show^ that imports necess 
aniy nsc with economic development** We should not however take 
these observations with a bit care 

A study on Latin America by the U N shows the changes m the proper 
tions of imports by classes and the relabon of each class of imports to 
disposable income m the 1920 s as compared with the penod 1948 to 1953 

V\LUE OF IMPORTS BY CLASSES AND REL.^TED TO INCOME 
FOB UATIN AMERICA 
Table 20 

cuss or IMPOBTS AS A pc Or TOTAL IMPORTS BY VALUE 


Year* 

Can.Tumption 

goods 

Capital 

materials 

Fuel 

1925-"9 

475 

331 

131 

63 

1945-53 

321 

394 

19 4 

71 


Imparts as 

a per cent of expenditure 



Import of con 

Import of capi 

Import of rau 

i Import of fuel 

Yearj 

sumption goocfi 

tal goods to 

materials 

to consumption 


to consumption 

tniesttnent 



1923 29 

125 

570 

34 

10 

1948-53 

57 

376 

S4 

16 


Source AncJi/m and Projections of Economic Detelopmerit U N Part 1 p 14 
These figures are from Industnalisdion and Foreign Trade League of Nations 


’See R Prebishs comment on Myrdals “Towards a More Cfosefy Integnted Free- 
w^rld Economy” in R Lefcachinan (Ed) Vtrtional Polia; for Economic Welfare at 
IJome and Abroad (NY 1953) Also A Studj of Trade Setween Latin America and 
Europe (UN) 


I 
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But these data appear to be stroii^ Influenced by the experience of 
Argentina, at Jeast as far as the det^niag share of consumer goods aro 
concerned^ Another studx”* shows- remarkably different pattern for 

Argentina, Brazil and Mexico *m consumer goods and raw matenals, for 
somewhat different years 


VALUE OF IMPORTS BY CLASSES FOR SPECIFIED COUNTRIES 
Table 21 

CLASS OF IMPORTS AS A P C OP TOTAL IMPORTS BY VALUE 


Coruumer Capital Raw 

fij goods goods • matenals 


1937 39 

40 

Argentina 

32 

20 

1947-49 


44 

25 

1050-52 

12 

. _ 

31 

1037 39 

42 

DrazW 

32 

•7 

1947-49 

35 

41 

12 

1950-52 

35 

40 



Fuel 


8 

11 

19 


10 

12 

13 


1937-39 
1947 49 
1050-52 




SouBCE Process and Problems of Jndustruilisotion in Underdeveloped Countries I 
1055, p 114 y 


It thus appears that the Prebish model may not apply to every flinlry 
in Latin Amencs today, nor is it relevant to each Asian country "^e 
case of India in short, is this the First Five Year Plan put its emphasis* 
food production partly perhaps with the implicit view of a balanck 
programme of investment m which increased food output was needed 1 
stabilise the pnee of the wage good before one could expand industrL 
output India appears to have operated partly on the assumption th(^ 
the long run terms of trade would favour over industnal products — ^ 
Cohn Clark rather than a Prebish position With high income elastia^ 
for food and investment! attention given to the agncultural sector,^ 
marginal propensity to import operated negatively Increased food pu^iduc 
tion raised income, and, as income rose, the demand for imports/^sbfted 
downward since home production svas a substitute for impo^.Is ’Hi® 
role of restnctive import policy cannot be ignored howev^ / Import 


content of investment is bigb due ti> the investment emphasisy' 
Second Five Year Plan 


^given 


j the 



Nilo\ Mazumd^r 
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Analysis of India’s Terms of Trade, WiS 60 

i\s ^TTENtFr IS made m tlus paper to study tlie movemeots of different 
l>1ies of terms of trade of India during 1948-60 The mam purpose of 
this pajwr IS to e\plam the changes m the terms of trade tliat have taken 
place m that penod 

Tlie paper is divaded into the {oHovvmg sections 

(i) Introduction Here a brief discussion of the vanous concepts of 
the terms of trade is made 

(ii) Tenrii of trade and its effects on national income and tiie move- 
ments of certain t>'pes of terms of trade arc discussed in this section 

(ill) Devaluabon and its effects on the changes m the Indian terms of 
trade are studied in section 3 

(10) The relationship between tlie business cjcles and the terms of trade 
IS dealt here 

(u) Conclusions 

(11) Appendix 


The concept of die terms of trade has raised a greit deal of controversy 
in die literature of economics Some cntics have gone to such a lengdi 
as to suggest that no research should bo made for the detemunabon of 
net barter terms of trade tliat is the raho of export prices (unit value) to 
import prices (unit value) ' Again some protagonists of the concept have 
attempted to detennine die growth and welfare effects of a change in the 
terms of trade * Therefore it ioa> not be futile to examine at the begin 
ning the vaevvs of die experts on this subject 
It has often been asserted that net barter terms of tnde do not gn e the 
actual position of the trading countrj For instance although the net 
barter (enns of tnde of the primary producen are on the decline for a 
long penod still this pnee relabonship fads to depict the technological 
improvements dnt have taken place in the manufactunng countries, 
wherein the machinery of tlie present diy has become more efficient than, 
the same kind of midunery say ten or twentv years ago* Thus a 

Change the Terms of Trade and VV elfare " Economy 


“ The Long Rim Temts of Tnde between Agriculture a 
iruig , Lconomic Dcvclopmcni and CuICunil Change Ociolxr 1939 
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primary producer selling one rupee worth of cereal in 1960 would get m 
return manufactured products vastly superior in quahty than what ha 
used to get m say 1930 or 1940 The pnee ratio between exports and 
imports therefore docs not convey the real gain or loss from trade 
to the primary producers * 

Tlie above arguments sccni to be somewhat faulty and illogical First 
of all there is no valid reason to assume that technological improvements 
Inve always been greater in the muiufacturing industnes than in the 
primary producing industnes If the qualitative improvements have 
indeed been very great in tlie maniif-ictunng industries as suggested by 
some rcniwned economists then the pnmary producing countnes could 
have done away with a large quantum of imports particularly of capital 
goods and durable consumpbon goods thereby reducing the aggregate 
money value of imports provided obviously the pattern of pnmary pro 
ducers demand for imports remains unaltered This undoubtedly 
would have improved or at least iept const mt the terms of trade post 
tion of pnmary producing countnes if the qualitahve improvements in 
manufactures were accompanied hy falling or unchanged pnees But 
actually wc find the terms of trade of the pnmary producing countnes 
have been detenorating throughout this century with very few excep 
tions ITiis evidently sliows that primary producers have generally paid 
a higher pnee for the so called qualitative improvements in manufactured 
goods and if that be the case it is not at all necessary that terms of trade 
of pnmary producing countnes should take account of any such improve 
ments m manufactures 

Again it IS sometimes immaterial for the pnmary producers whether 
qualitabve improvements have taken place in manufacturing industnes or 
not For example it does not affect a Mala>an planter wlio purchases a 
motor car m exchange of nibl cr which he exports whether or not new 
gadgets have been added to the car He would have to purchase the 
new car all the same even if no technological improvement took place 
over the model which he previously possessed Therefore it seems to be 
immatenal whetlier the changes m the net barter terms of trade do take 
account of technological improvements that lake place in manufactures 

What is true for consumpbon goods may ako be true for capital goods 
in,a d fferent way The new machinery which the pnmary producer 
imports may be more labour saving and more efficient than the old one 
He may secure a higher productivity per unit of labour and thus the 
price of his product may come down But will that enable him to secure 
a large increase in the value of the. output that he exports? Probably the 
answer is no unless the pnee dasbaty of foreign demand for his pro 
duct IS very high and no other country exporbng the same product or its 
substitute has bought the same machinery for its production 

On the other hand if the jmcc elasbeaty of foreign demand for the 

•Ilaberler Gottfned Introduclion" Revteio of Economict and Statistics Supple- 
ment February 1958 
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products of pnmir^ producer is low and all the pnrrarj producers use 
new machaiCTv that reduces tl e cost of production, pncu of pnmar^ pro- 
ducts will decline, and th^ m turn will ad\»rsel% affect their rate of 
crdiange with manufactures In fact o^e th“ reasons for e\er widen 
mg gap m the Imng standard of the inmar^ producers and the manufao- 
hinng countnes lies in contm ous lowenn?: of the pnce of pnniar\ pro- 
ducts due to increased efcaencv of the maduneis that lhe% haie to 
import from the foreifui countnes Thus the technological imptoie- 
menfs of the products imported b\ the pHroois producers are not alwa>-s 
beneffaal to them at leis* from th" point of mcw of changes in their 
terms of trade 

Last of tJJ and this is the most importmt argument tlie technological 
improiemenls of the manufacturing countnes ha%e lowered their demand 
for the imports of pnmirj products as the input mix of the output has 
changed to such an extent that one umt cf minufac*ured commoditj can 
now be produced wath a comp.inli\el\ small quontiK of raw materials * 
This deebne m the demand for raw matenab wiD ia\anabl> lower the 
real income of ih® pnmarj producers Thus the assertion that the trends 
in barter terms of trad" do not re\eal the benef's accrued to the pnijiar> 
producers due to technotogical improxements m the manuf^ctunng mdus 
Ines oaerlooks th*» banefid effects which technological procress can hat-e 
on the former Lnless we can prose that the cams of the pnraai> pro- 
ducers from the maproa-ements m the qualities of import goo^ are 
greater than the loss resultmg from the adserse effects on their income oo 
account of the decline in the use of the pnmarv products b% the manufae- 
lamng countnes if is immatenal whether or ro ret barter terms of trade 
adequafeh allow for improaed qualities of manufactured goods 
Net barter terms of trade do iDdica'’e the cams from trade of a parti 
ailar eountrv in spite of assertions of certain economsts to the contrara 
It IS frequentK ohsened that a ratio ashich pa\-s artenhon nereK to th“ 
mosements of import and export pners disre<’arding the changes m the 
a-olume of export and import wall rot help much to assess the actual 
gams from trade Consequerallx the experts has e introduced the con 
cept of "caois from trade" * SaanbolicalK at ma% be ax-ntten as 
Pj Pf 

(pr (Pr/P n 11 or ~Q^ wherepx the income terms of tra^de 

and ^)i IS the \oliime index of e^rti ^^e haxe found out that Jndias 
net barter terms of trade and the Cims from trad** mo% ed in the sam" 
direction between 1&4S and I960 In otfier wmrds whenex-er the gmnx 
from trade of India increased flic net barter terms of trade mprmed 
when the former vrorsened the latter alxo droreased fTable 1) E\-en 


• CarwcTQW and Faalind "Lo-glemi Trends in Eero-^s Trade" Eeeac-nic 
/eom-t 1 &d2. 

• Kud eber;CT uses ih concert H tb tn o ' i ' xme" aJ wort Thf Tcr-it rrt A 

Ft-'r-er-n Cste He acknenid tn fwe t\teo Oiis co-iceut froA Lru'ed 

Niiorw Kr^-reum-fVT ef CLn « m Tct-s c* Trcdc on cf Ccxrn- 

fTj n she Trccm cf Drrro^'Tcn/ ' 
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when the gams from trade remained unaltered over the previous year, the 
net barter terms of trade also remained unchanged But it should also 
be added that this positive oo-vanation of changes in the net barter terms 
of trade and gams from trade is not peculiar to India alone Professor 
Kindleberger has given the net barter terms of trade, income terms of 
trade and gams from trade of eight West Eurojiean countnes, viz United 
Kingdom, Germany, France, Italy, Netherlands, Belgium, Sweden and 
Switzerland for five key years, viz 1872., 1900, 1913, 193S and 1952, 
cind there too, the net barter terms of trade and gams from trade had 
moved in the same direction 38 tunes oat of 40 possible movements 
which meant that in 95 per cent of cases they had positive covanation ’ 
Therefore, an improvement in the net barter terms of trade adequately 
reflects the gains from trade, proiidcd no wide Suctuations do take place 
m the volume of exports 

The positive covariation between terms of trade and the gains from 
trade in most cases does not overrule the possibility of their moving in 
opposite direction For instance if the terms of trade move up from, 
say, 120 to 130 while the volume of exports is lowered down from, say, 
100 to 5, the former and the gams from trade will obviously move in the 
opposite direction But such wide (or wild?) fluctuations in the quantum 
of exports Without afEcetmg tlie export price index and that, in turn, the 
terms of trade itself, are indeed rare Otherwise, nagative correlation 
behveen tenns of trade and gams from trade, rather ^an the positive 
one would have been the rule Therefore, net barter terms of trade can 
be used to measure the gams from trad^ for all practical purposes 


Table 1 

NET BAnrCH TERMS OF TRADE AND CAINS FROM TBADP OP DOIA 1948 60 
(base lOSO.S'i ® 100) 


Year 

Net Barter Terms of 
Trade 

Gains from Trade 

1948 49 

107 

+ 7 

1949-50 

JI3 

+12 

1950-51 

114 

+ 15 

1951 52 

130 

+ 38 

1952-53 

100 

0 

1953-54 

100 

0 

1954-55 

110 

+ 10 

1955 58 

103 

+ 3 

1956-57 

103 

+ 3 

1957-58 

96 

- 4 

1958 59 

07 

- 3 

1059 60 

105 

+ 6 


Source Monthhj Ahstraet of StotMlcx, Cabinet Secrelanat 


If we accept the tht-Sis that net barter terms of trade correctly indicate 
' Kindleberger Terms of Trade A European Case Stud'j Tables 12-2 and 12-5, 
pp 2S4 and 290 
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in most c^es tlie gams from tmdc, we can determine the income effects 
of a change in net barter terms of trade* For example, if export consti- 
tues, say, 50 per cent of the nahonal income of a country, detenoration of 
the terms of trade by 25 per cent from the base period wU reduce the 
national income by 12S per cent Now, this can be illustrafed in the 
foHo'Mtig way Suppose the national income of Utopia is Rs 400 crores 
As export income is 50 per cent of the nabonal income, the national income 
due to export of gtxids i%dl be Rs 200 crores A movement of the net 
barter terms of trade from 100 to 75 will lead to a decline of mcome from 
exports by Rs 50 crores, from Rs 200 to Rs 150 crores Hence national 
income of Utopia wil! decrease by 12^ per cent due to 25 per cent decline 
m (he terms of trade 

An improaemenl in the terms of trade will, therefore, have some expan- 
sionary effects on the national income of a country Conversely, a 
detenoration in the terms of trade will have adverse effects on the growth 
of nabonal income The logic behmd this is as follows ^Vhen the 
terms of trade become favourable, a country obtains the same quantity of 
imports by giving a lesser quantity of exports in companson with the 
previous period The surplus id export may be consumed la the home 
country or a larger quanbty of domestic resources may be set free for 
economic development In either case, nabonal mcome will increase due 
to a favourable movement in the terms of trade * 

The net barter terms of trade can also be used as one of the indicators 
that will help in determining the export or import policies of a particular 
country If for instance a country suffers from adverse terms of trado 
for a long penod while transport costs and production costs of her ex- 
ports remaining constant, it may bo advisable for it to give more 
emphasis on the produebon of commodibes other than export goods, 
parbcularly when the said adverse movement is the outcome of changes 
in the world demand for her commodities Therefore, the study of net 
barter terms of trade is not a total wastage as some economists are prone 
to beheve 

Income terms of bade have been accepted as the index which measure 
the “capacity to import of a country '• Ely Devons points out that the 
income terms of trade le a ratio of value of exports and the average 
price of imports have certain adv-antages 

(0 it tales account of the quanbty of goods exported and the changes 
in the average values of both exports and imports, and 
(li) the index gives a clear picbire of whit imports can be purchased 
from the income obtained from the exports " 


* IhuJ^ p 2W 

191<ur^ ^ ticxime Terms of Trade” Reciero cf Economic SfuJtM, 
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It must also be added that income lenns of trade do not actually 
measure the gams from trade as they fail to indicate real income changes 
for a country For instance, ‘if the export pnce level remains unchanged 
while the quanhty of export mcreases, and the pnce of import also rises 
proportionately, the index will not change Yet simple static indifference 
curve analysis tells us that these are precisely the conditions under which 
an individual would be worse off’** The use of mcome terms of trade 
IS to find out whether there has been any improvement m the capacity 
to import a country s exports over the previous year, and, therefore, it 
is unfair to condemn it for its fatlurc to measure real income changes of 
a country 

The gross barter terms of trade, on the other hand, represent a ratio of 
the quantum of exports to that of imports of a country ” The ratio 
incidentally svas first used by Taussig It gives us a relahonship between 
actual volumes of exports and of imports 

We have discussed at length certain concepts of the terms of trade and 
have come to the conclusion that they are not as useless as some think 
them to be Some well known economists w-int that terms of trade should 
explain particular economic phenomena and whenever that could not be 
done they do not hesitate to declare the concept as unnecessary But 
this IS a wrong approach to examine the usefulness of a concept Professor 
Hostow has pointed out that terms of trade should pose questions and 
not be expected to answer them’* 

India s net barter terms of trade mcome terms of trade, gross barter 
terms of trade and the gams from bade of the penod 1948 60 are 
analysed in the sections that will foUow m the light of above discussion 
We have strictly followed the accepted authonties regarding the concepts 
and have not attempted to introduce any new one whatsoever*' Fur 
ther, we have chosen 1952-53 as the base year because, first of all, the 
)ear 1952 iS accepted as a key year bv all economists,’* secondly, 
Professor Rostow thinks that take off m India has begun in that year,” 
and so it iviU be interesting to analyse the effects of economic achvihes of 
the last phase of the pre fake off economy as well as the first few years of 
the take off on the movements of India s various terns of trade, and 
lastly data are easily available from vanous government publicahons if 
we choose that year as the base year 

II 


It is expedient at the outset to examme the magnitude of India s economic 
development between 1948 and 1960 Table 2 gives us a bird s eye view 


Baldwin Robert E Longlenn Trends la International Trade” Ame 
Economic Review May 195S 

*’ Viner J Slodics in the Theory of InfernatwmaJ Trade New York, 1937 
“ Rostow W W The Process of Economte Groicth Chap IX 
“ Kindleberger op cil DorraiKe op cif Rostow op cit Viner op clt 
'* Kindleberger op ett 

" Rostow \V W The Stages of Economic Groalh 1960 p 38 
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of the mte of increase of the nahonal income, real national income and 
mdustnal as well as agricultural pioductioa during the period 

Table 2 

pTDEX OP ^A•^OVU- INCOAIE, BXLU. NATIONAI. tNCDAfE, ACWCULTUKU. PHOPCCTION, 

rOODCRAINS PRODOCnOS AND BOOSTBIAl. PBODCCTION, 1948 60* 


{base 1952 53=100) 


Year 

f/atioui 

Income 

Index 

iteal 

National 

Income 

Index 

Agricul 
iural Pro 
duciusn 
Index 

Foodgrains 

Production 

Index 

l/mt Value 
Production 
Index 

194M9 

87 

92 

lOO 

97 

63 

1949-SO 

91 

92 

96 

97 

82 

1950-51 

96 

91 

94 

89 

81 

1951 53 

102 

83 

96 

90 

96 

1953 53 

100 

100 

lOO 

lOO 

100 

1953-54 

107 

105 

112 

117 

102 

1954-55 

97 

100 

l«5 

113 

109 

1955-56 

102 

112 

114 

114 

117 

1956-57 

U5 

U4 

I2l 

118 

128 

19S7-55 

116 

109 

112 

106 

182 

1956-59 

127 

117 

128 

126 

13S 

1959-60 

127 

110 

124 

123 

144 


* For erpIanaCion resoniiog th« coci$tnictioa of die lodex oumbers, please see the 
appendix 

Sovnes iitonthljj Abstract of Slattsttcs 

I 

It IS interesting to observe that the changes of India s indeY of national 
income has in most cases comaded ivith fh it of the output of foodgrains 
during the penod under consideration Industnal production has 
increased throughout the period, etcept during 1949 51 but the same can- 
not be claimed of agncuUural or (oodgrauis production Tlie declines vn 
national income m the > ears 1952-53 1934 55 and 1955-56 can be ex 
plained m terms of a decrease in foodgrains output In 1950-51 and 
1957-5S, national income increased, although agricultural production and 
the output of foodgrams diminished Again, the decline in agricultural 
as well asJ'^^grams production did not lead to a simultaneous decline 
m the ■ome in 1959 GO But the indices of real national income 

do .ctuitions tn the production of foodgrains even m those 

of real nUionil income did not necessarily coinade with 
Juction of foodgrains The indices of real nabonil income 
■ams production remain unaltered dunng the penod 1948 
1 1950-51 the mdices registered some decrease Again, m 
lex of real national income fell hv 8 percentage points, but the 
iroduction rose by one percentage point over the previous year 
1950-56 the index of real national income rose by 12 per- 
Ints over the year 1954 55 whereas the foodgrains produc- 
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tion rose by only one percenbige point in the same period These 
anomalies were the result of fluctuations m the indices of wholesale 
prices, which, in turn, mainly depended on the movements of prices of 
food articles The changes in pnees of food articles, again, were a func- 
tion of food production and import of foodgrains from abroad Ileijce, 
the importance of foodgrains production to our real national income 
cannot but be admitted 

Agricultural, particularly foodgrains, production has played the most 
important role in the economic growth oF India dunng the penod 
1948 60 But we need not conclude from fliis phenomenon that the ex 
pansion of industrial produebon or an improvement in the terms of trade 
has had no impact on the dianges of India's national income On the 
contrary, an improvement in the terms of trade or industrial production 
Will have some expansionary effect on the national income, although the 
real magnitude may be very small 

The impact of a change m the net barter terms of trade on real per capita 
national income of India is given m the Table 8 


Tasix 3 

comriBunoN of auNces in tub tebms of tmob to rbal rra cAriTA national 


ivcoMB or INDIA, 1948 59* 


fear 

Real Per Copllj NalwtiQl 
Jaeome 
(in rupees) 

Due to ehanget in Net 
Porter Terms of Trade 
over the preceding i/ear 

1918 49 

252 


1949-SO 

249 

+ 075 

1950-Sl 

245 

+015 

1951 S2 

2Zt 

+2 74 

1952-53 

260 

-272 

1953-54 

270 

0 

1954 55 

254 

+ 130 

1955-50 

283 

-165 

1956-57 

283 

0 

1957 58 

266 

-0 37 

1958 59 

282 

+ 15 


* For the method of construction of this table see the appendu 


It Will be observed that the country gained by a favourable movement 
m the terms of trade dunng the year 1919-52 owing mainly to post 
war reconstruction of Europe and the Korean boom In 1952 53, each 
individual m India lost nearly three nipces in the real terms on account 
of an adverse change in net barter terms of trade, and incidentally, this 
adverse change was entirely doe to die collapse of the Korean boom 
There were no changes in India s net barter terms of trade in 1953-54 
and 1956-57 and as such the impact of a change in the net barter terms of 
trade on real per capita national income Was nil It should also be 
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pointed out that the net effect o£ changes in tlie terms of trade on per 
capita roll national luoDme of India during the pcnod 1948-59 was 
%eiy small Furtlier, smce the introduction of the plans, the country has 
gained only eighty naya paise m real terms per capita because 
of favourable movements m the terms of trade The above' 
mentioned gam was, m fact, the result of favourable movements of net 
barter terms of trade m 1951-52, the peak year of the Korean boom 
Othei^vise, we lost rupee one and nmety four naya paise m real terms due 
to changes in net barter terms of trade smce 1952-53, when the effects of 
planned economic deaelopment were really felt for the first tune 
The meagreness of the impact of changes in terms of trade on our per 
cipita real national mcome could be etplained by the fact that the ratio 
of real value of India s export to red national mcome was always very 
small * Tlie real value of India s export rose to 8 per cent of real national 
income only m 1951-52, otherwise it genendly fluctuated between 5 and 
6 per cent of real national mcome 

Income Terms of Trade 

We Inve already drawn our altenUon to the fact tliat income terms of 
trade measure the capaaty to import of a country In other words, it 
gives us an insight into wliat our export goods can purdiase from the 
foreign market However, llus does not give us a country s total capacity 
to import as Uie value of export of its services and the net bilmce if any, 
of its capital account are excluded altogether Nevertheless it is worth 
while to estunatc the extent to which India s export commodities are 
capable of obtaining foreign products 
In Table 4 Uie trade balance mcome terms of trade and the volume 
of exports unit value of exports and the guns from trade are given It 
cm be seen from the table that the movement in the trade balance is not 
related to that m tlie mcome terms of trade Between 1948 and 1960 
income terms of trade moved in conformity vvath movement in the volume 
of exports in seven cases, and mversely, in two cases Again, mcome terms 
of trade and the gains from trade moved in the same direction m six 
cases, and m opposite direction m two cases during the same penod 
Tliereforo, it may not be rash to say that chancres in the jneome terms ci 
trade are the product of changes in the volume of exports and gams from 
trade But the inip.act of a change m the volume of exports on the 
mcome tenns of trade is somewhat greater than that in the from trade 


* XaJue of export 


deflated by export value deflator to di.termine real vafcie of 
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INDIA. S TB.AJ3E BALANCE CALSS FROM THUS INCOME TERMS OF TRADE VOLUME OF 

EXPORTS AND UNIT VALUE OF Bxpoins 1948-60 (base 1952-53=100) 


Year 

Gains from 
Trade 

Income 

Terms 

Tsade 

Trade 
Balance 
{in lakhs of 
rupees) 

Volume of 
Exports 

t/ntf Value 
of Exports 

1948-49 

+ 7 

99 

-175 OS 

92 

84 

1949 50 

+ 12 

100 

- 2517 

04 


J950-51 

+15 

120 

- 748 


03 

1951 52 

+30 

126 

-238^ 

90 

142 

1952-53 

Q 

100 

-124^2 

100 

100 

1953-54 

0 

100 

- 8061 


02 

1954-55 

+ 10 

115 

- 6301 

105 

93 

1955-56 

+ 3 

118 

-II650 

115 

60 

1956-57 

+ 3 

113 

-229 13 

110 

64 

1957-58 

- 4 

113 

-400 57 

117 

04 

1958-59 

- 3 

105 

-229 79 

108 

63 

1959 60 

+ 8 

125 

-22379 

110 

61 


Source Mcnlhiff Abstract cf StaMlcs 


from 1948 to 1931 both income terms of tnde and the guns from trade 
had shown remarkable increase owing to post war reconstruction of 
Europe and the Korean boom of 1950'52 But the expansion in the 
volume of exports was not as spectacular dunng this period The volume 
of exports in fact contracted in 1951 52 when the so called Korean boom 
had Its highest expansionary effect on the world market Dunng 1951 
52 unit value of export rose by 49 percentage points net barter terms 
of trade by IS percentage points and income terms of trade by 6 per 
centage points but the volume of exports declined by 15 percentage 
I>oints The decrease in the volume of exports 'vas the primary reason 
for a relatively small nse in the income terms of trade in 1951 52 
Between 1958-59 there was some decline m income terms of trade 
which might be due to slight recession in the imporbng countries as we 
shall see in a different section Jn 1952-53 we find a drop of 26 per 
centage points in income terms of trade thereby demonstrating the 
effects of the Korean boom to be greater thm that of planned economic 
development on it i e income terms of trade 

Sirt^the begin-nng of planned ecxmoimc development m India income 
terms oP''&:ado have improved over the previous year three times out of 
eight possil^ times whereas the volume of export increased five times 
Thus the ^lume of exports has more or less shown a continuous trend 
of improvernrot and has remained at a level higher than that in the base 
jear in six imlthe eight years after 1951-52 whereby showing that our 
capacity to ex^^t did not altogefiier have a detenoraling trend in the 
plan periods 
trade 
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Net Barter Terms of Trade 

The relationship between net barter terms of trade and the trade 
balance of India reveals that the latter is influenced by changes m the 
former Out of eleven possible cases, the two moved in the same direction 
in seven cases and m opposite direction m two cases ^gain, the trade 
balance moved m conformity with changes in the volume of exports m seven 
cases, and against m three cases Thus, we may conclude that improve- 
ments m the net barter terms of trade and the volume of exports will 
lead to a betterment in the posibon of trade balance On the other hand, 
the rehtionship betyvecn trade balance, and the gross barter terjTis of trade 
and the indices for the volume of imports show that any increase m the 
last two IS hbcly to detenorate the former The details are given m tlie 
Table 5 


Table 5 

coNAw-vnov or au-vcES iv tr-vde buakcc, axd caoss babter terms of tr-uje and 
THE VOLUME OF IMPORTS OF INDIA, 1948-60 


TRADE BALANCE AND CROSS BARTER TERMS OP TRADE 

posmvx Covariation = 4 necvtivx covaiu.\ttov = 7 

TRADE BALANCE AND THE VOLUME OF IMPORTS 

POSITIVE COVARIATION a 3 NXCATIVE COVARIATION e g 

{pQsmVE COVARIATION CILVN'CES IN THE SAXS DIRECnON, NTCATIVE COVARIATION 
OUNCES W TltE OPPOSITE DIRECnON) 


Table 6 

TRADE BALANCE, NET BARTIP TERMS OF TRADE, VOLlnfE INDICES OF EXPORTS AND 
ntPORTS AND UNIT VALUES OF EXPORTS AND DlPORTS 1948 60 (baSE 1952 53 = 100) 


Year 

Trade 
Balance 
(m lakhs of 
rupees) 


Volum* 

Net Barter 
Terms of 

Vn\t Value 

Exports 

Imports 

Trade 

Exports 

Impoffs 

1948-49 

-17^08 

92 

114 

107 



1949-50 

- 2515 

94 

131 

113 



1950-51 

- 7,48 

105 

100 

114 



1951-52 

-238 24 

90 

135 

130 



1952-53 

-12452 

100 

100 

loo 



1953-54 

- 60 61 

100 

93 




1954-55 

- 63.91 

103 

110 




1955-56 

—11850 

115 

118 




1956^ 

-229.13 

110 

137 




1937-58 

-400 57 

117 

142 




1938-59 

—229,79 

108 

12^ 




1959-60 

—223,79 

119 

145 

l05 

91 

98 


Source MoaMi/ Abstract of Slalwlicj 
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It IS, therefore, of great importance for a developing country like India 
to raise the net barter terms of trade and the volume of exports But, 
unfortunately, their improvements ire not adequate dunng the penod 
under consideration as shown in the Table 6 

Ever since the Korean boom, the net barter terms of trade have never 
increased spectacularly save in 1954 55 Tbe changes in the unit values 
of exports and imports were relatively low and so the net barter terms of 
trade did not move significantly TTie \oIume of exports, on the other 
hand, have registered a steady increase from 1952-53 except for the years 
1956 57 and 1958 59 But the volume of imports have also registered 
a marked rise ever since 1953 54, pnmanly because of import dependent 
economic development of our country Even when the volume of 
imports declined in 1958 59, it remained exceptionally high- when com- 
pared with the base period TTiese phenomena completely explain the 
reasons for continuous adverse trade balance of India dunng the plan 
penods The inadequate improvements m the volume of exports and 
the net barter terms of tride, therefore, did not produce any noteworthy 
effect on the growth of India s national income 

III 

Professor Robertson points out, a country which regards as m its best 
interest to seek to restore c<]uilibT>um in its international accounts by 
devaluing its currency must accept the resulbng detenoration in its com- 
modity terms of trade’ '* us now examine how far Professor 
Robertson's observation is justifiable in the light of changes m India's 
commodity terms of trade due to the deviluabon of 1949 

Great Bntain devalued the pound sterling by 30 per cent on the 18th 
September, 1949 immediately after the Washington Conference of three 
powers, VIZ Great Britain, United States of America and Canada All 
the sterling area countnes except Pakistan and Canada and Belgium 
followed her India also devalued her currency by SO per cent in terms 
of Amencan dollar 

It may bo observed that India’s net barter terms of trade, incomo terms 
of trade and the gams from trade showed distinct improvements in the 


” Robertwn D H, “The Terms of Trade” International Social Science Bulletin, 
Spring 1951 Vol III No 1 

Professor Rohertsan s view is ohvwiisly an ovcrsimpi fication In fact wncthet 
depreciation will cause worsening of terms of trade or not depends upon the elasti 
cities of demanci lor cxiwrts and ol supply A imports We shall accept the classi 
cal presumption that devaluation detenorates the terms of trade hecanse “ countnes 
spceiakse as exporters and generalize as importers so that the demand for their ex 
ports IS less elastic than the supply of the r imports” The classical presumption 
should be applicable in the case of India for two reasons (o) India ls a pwmary- 
producing country and as such the classical case is valid for her (h) The produc- 
tion of tea and jute in India which consbtute her most important cxjjort goods, 
forms a substantial part of «or!d production and hence any changes in their pnee 
are likely to affect the pnees in the world m'uket Therefore we can assume th 
Professor Robertson s pronouncement on the relationship between terms of trade 
devaluation should be applicable to India 
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jear 1949-50 '%hen the rupee was de^alued Even in 1930-51, the 
ubove-menboncd foreign trade inilicators registered further improvements 
contrary to much publicised thesis that terms of trade detenorate with 
devaluation (See Table 7). 


Table 7 


ATT BtRTTR TEK-\fS OF TR.VDE, r\CO\£E TERS/S OF TR-UJE, CAWS fAmr TAICE, VOLKIIE 
INDICES OF ExrOBTS AXO IMPOnTS AND CBOsS BWTEK TEAMS OP TR.VDE OF INDU, AND 

CNTT \ALVE OF EiroRTs, l£MS-53 (b-vsc 1952-53=100) 


NctBorler Income Gross Barter Votuou! Cain* 

Year Tcrvrtof Terms of Termsof from 

Trade Trade Trade Export Import Trade ^ 


194S-49 107 99 
1949-50 113 106 
1930-51 114 120 
1931 52 130 126 
1952-53 100 100 


123 92 114 

107 IM 131 

95 105 100 

150 90 135 

100 100 100 


+ 7 
-t-12 
■H5 
-§-36 
0 


Unit 
lalae of 
Exports 


84 

55 

93 

142 

100 


Source Moni/ify ASitract of SlaiisUcs 


But the gross barter terms of trade diminished m both the years, 1949* 
50 and 1930-Sl in compuason with the year of 1948 49 The volume 
index of imports also declined by 31 percentage points in 1950-51 over 
the previous lear Tlie volume index of exports sliowed a nse of 11 per- 
centage points m tliat jear over 1949-50 Fortlier, even m 1949-50, the 
quantum of exports registered slight increase m comp xrison with tlie year 
194S-19 (see Table 7} The fall m the gross barter terms of trade and 
the rise m the volume index of exports m the >ears of 1949-50 and 1930- 
51, and the decline m the quantum of imports m 1950-51, were probably 
tJie conseqiifnces of dev uhiatron to a great extent 
The rise in India’s certim foreign trade indicators does not tpso facto 
disprove the notion lint devaluation adversely affects the net barter terms 
of trade of the dev aluing country First of nil, Indi i s devaluation of 
1940 was against dollar only and the relabonship between rupee and 
otlier soft currencies remamed iiniltcred Furtlier Indus exports to 
sterling area and the dollar area constituted 53 and 30 per cent, and 
imports, 61 and 33 per cent respcctivelj of the total value of exports and 
imports 111 (ht } c.u 1943 50 Thus the enhancement of the value of 
dolhr in terms of nipee hid i compamtiv cl> little effect on India s foreign 
tnde indicators Second!) the rupee was dev ilued in the middle of 
September, 1349 and as such only srx months were left in tlie financial 
>car of 1949-50 to face (he repercussions of devaluation, and this was 
rclibvel) a, short period to influence decisively the movements of tlie 
terms of trade Moreover, the Korean War broke out m June, 1950 
resulting m a sudden ns- m flic foreign demmd for India's exports, and 
thus the effects of dev nlualion could not affect the terms of trade m the 
same my in uluch they wwfd otherwise hive done if foreign demand 
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reimmed unaltered Lastly devaluation took place in a penod of increas 
ing prices and nsing demand in Europe Now, as the elasticity of India s 
supply of export goods was relatively low unit value of her exports did 
not dimiiush as the after effect of dqireciation of her currency but it 
maintained the nsmg trend till 1952 53 and this must have prevented the 
much anticipated detenorahon in the terms of trade These reasons 
explain why the devaluation of 1949 failed to affect adversely India s net 
barter terms of trade and other foreign trade indicators 

Thus we may come to the conclusion that the notion "devaluation 
deteriorates commodity terms of trade need to be qualified by adding that 
such devaluation must result in depreaating the home currency with 
respect to the currencies of those countnes whicli import bulk of the home 
country s export and there must not be any sudden expansion of world 
demand for goods due to extraneous circumstances 

IV 

There exists some relationship between business cycles and the terms 
of trade The general" pattern of the terms of trade for an industrially 
developed country is that they detenorate in prosperity and improve in 
depression ” The explanation for the above pattern lies in the fact 
that the supply of pnmary products is comparatively melastic in the short 
run and therefore increased (reduced) demand caused by prosperity 
(depression) in the industrially developed countnes gives nse to increases 
(decreases) in the pnee of pnmary products and so their terms of trade 
detenorate (improve) in prospenty (depression) Thus it is very likely 
that the terms of trade of pnmary producers should improve m prospenty 
and worsen in depression We shall examine in this section the behaviour 
of India s terms of trade from 1JM8 to 19$() 

Europe and Amenca have witnessed very few fluctuations in their 
economy after 1948 In fact cyclical expenences m the post war Europe 
and America were far more modified m comparison with those of the 
penod 1925 38 It may also be adder! that Amencan recessions were 
relabvely more severe than their counterparts in European countnes 
The United States of America had to face recessions in 1949 1954 and 
1958 during the penod under consideration Tlie recession of 1949 was 
mainly due to the completion of the post war reconstruction of that 
country The recession of 1954 again in the United States was the pro 
fiTi'cfJ? ternanstuKi ^ the XtTnrvr ixxKa -of i9^S2 Tlv? rciafyninT 
of 1958 was probably due to a huge surplus in agnciiltural production 
In Europe on the other band there was a shght fall of output in some 
countnes in 1948-49 but the biggest post war recession m Europe took 
place m 1951 52 The end of the Korean boom and the stingent anti 
'• KindleljeigeT srp clt p 150 

’• Madd son Angus The Post War Business Cycies in Western Europe and the 
Bole of Government Poliaj Banca Nazionale Del Lovoro June 1960 
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ioflahonarj poliaes of the Eurapein go^enunonts caused the depression 
there in 1932 Europe also had to face a mild recession in 195S «hich 
was also tlie outcome of the inti iiJlalionary policies of the iespecti%e 
go%enmients to check the intensity of unestmenE boom of 1954-57 The 
United kingdom it maj further be added experienced long stagnation 
from 1955 to 195S o\«ng pnmanly to goiemmenfal pohaes to check 
inflation- But the recession of 1958 forced the Bntish Government to 
remove the restraints on economic artnities m 1959 and, so in that >ear 
tlieir tot'd consumption rose \er> sharplj 
In India, not unlike Europe, the vwde fluctuations were more or less 
controlled bj the gov emmental pobaes Moreover the planned economic 
dewlopaieoi of the eountzy bis brought about sustained economic 
growth SuU there were slight tiiU m the national income when com 
pared wjtli previous jcirs in 1952-53 and 1951-55 In 1935-56 the aggre 
gate nahonid mcome Was lugher than that m the prevaous >ear even then 
It did not reflect the trend of growth witnessed since the begmnmg of 
planned econormc development The index numbers of wholesale pnees 
and the consumer pnee index numbers also registered some decUnc in 
1952-53 1954-55 and 1953-56 Therefore it would not be wrong to say 
that mild recessions took place lo India in 1952*53 and 1934-55 and the 
jear 1955-56 was a jear of recovery The periods of 1948-52 and of 
1956-60 were marked by rising prices and increasing national income 
which axe undoubtedly the signs of prosperity 
Tlie bnef resume of tlie cyclical fluctuations of India and her mam 
customers will now help us to analyse tlie rehlive importance of the 
cycles of home country and that of foreign countnes over the movements 
of India s terms of trade 


Taalc 8 

CYCUCAL BE11.V'10VH OF FOREICV IH-VDE INDICATORS OF DvDlV lMS-60 
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Table 8 clearly illustrates that the American recessions of 1949 and 
1953 54 did not adversely a/Fect India s net barter terms of trade income 
terms of trade and the gams from trade Dut India s gross barter terms 
of trade showed some decline in 1919 50 whereas in 1953 54 it improved 
by 43 percentage points over the previous year America as well as 
Europe exjjenenced a mild recession in 1958 bu India s net barter terms 
of trade and the gams from trade regis ered slight increase over the pre 
vious year although gross baiter terms of trade and income terms of trade 
expenenced considerable decline The prosperity that accompanied the 
Korean boom gave nse to all round improvement m India s foreign trade 
indicators 

The fluctuations in the business cycles of Great Bntam are generally 
reflected m India s foreign trade indicators The recession of 1952 in 
Europe is acknowledged as the biggest post war recession and that reces 
sion greatly detenorated India s net barter terms of trade income 
terms of trade gams from trade and gross barter terms of trade 
Our exports to Great Britain decreased from Rs 3 360 crores to Rs 2 241 
crorcs between 19ol 52 an<l 1952 53 and this was undoubtedly the pnmaiy 
reason for the deterioration m our foreign trade indicators The jnven 
tory boom of Europe m 1953 57 gave nse to improvements in our foreign 
trade indicators in 1953 54 and 1954 55 but the $t gnalion of the British 
economy in 1955 58 caused by anti inflationary pobcies of the Bntish 
Government led to their overall deterioration dunng the years of 1955-58 
although the income terms of trade and gross barter terms of trade showed 
some improvements m 1955 56 and 1956 57 respectively because of some 
increase in the quantum of export m the first case and of imports in the 
second case Great Bntam relaxed her anti inflationary measures by the 
end of 1958 and correspondingly our foreign trade indicators except 
gross barter terms of trade showed some improvements It may be said 
that in general changes m India s trade indicators pnmanly depend on 
the fluctuations of her trade with Great Bntam 

We have nlready observed that India exp nenced nsing trends of pnees 
and national income dunng the penods of 1948 52 and 1955 60 Again 
she witnessed recessions m the years of 1952 53 and 1954 55 India s 
foreign tr idc indicators with the exclusion of gross barter terms of trade 
in 1949 50 showed a contmual trend of improvement dunng the years of 
prosperity in 1948 52 On the other hand the era of prospenty of 1955 
60 in India did not reysfer any noteworthY imijravcment ux fotpjjgx trade 
indicators with the exception of 1959 60 In fact foreign trade ind cators 
showed some deteriorations fn that penod Again the recession of 1952 
53 was accompanied by a detenorabon in the foreign trade indicators 
whereas that of 1954 55 expenenced improvements Therefore it seems 
that the cyclic behaviours of foreign conntnes especially Great Bntam 
rather than that of India have greater effect on the movements of India s 
foreign trade indicators 
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V 

The piper may be summarised under se\en headings 

1 Net barter terms of trade has corTectl> indicated the gams from 
foreign trade of India during tlie penod of 194S-60 

2 The impact of dnnges m the net barter terms of trade on India s 
national income has been quite nc^igtble on account of the fact that the 
proportion of real erport to real national income is rither small 

3 Increases in the net barter terms of trade and quantum of erport 
have improved the trade balance of India whereas the enhancement of 
the volume of imports and gross barter terms of trade have deteriorated it 

4 Since the mtroduction of planned economic development in India, 
net barter terms of trade and income terms of trade improved over the 
previous jear m four and three cases respectively out of eight possible 
cases 

5 India s quantum of exports and of imports showed some trends of 
mcrease dunng the plan periods 

6 Devaluahon did not lead to a delcnoralion m India s foreign trade 
indicators except the gross barter terms of trade 

7 Tlie cjcbcal behaviour of foreign countnes, especially Great Britain 
influenced the changes in India s foreign trade indicators 

VI 

APPENDIX 

(0 CLOSSAKY 

A raUo of uml value of exports to urut value of 
imports 

\rt barter terms of trade tnuluplied by quan- 
bt> of exports 

Income terms of trade mmus quantits of 
export. 

A ratio of quantity of exports to quaahty of 
imports 

00 SOTFCXS 

Unit values of export and import, and the volume of exports and imports are Ulcco 
fiom vanous ifonifiij AirlracXi of ^CatisfKs ObincC Secretanaf Gbvf of fmia 

Vn the data refabng to India axe laten from the same source 

For asncultural production, industrial production and foodgiams produebon 
base has been changed to 1952-S3=100 

Index for prodticbon, agnculturaj and industiul. are for calendar years so that 
production for 19SS-59 really stands for the produebon of 193S 


Xrt Barter Tcnnt of Trade 
Income Terms of Trade 
Gains from Triide 
Cross Barter Terms of Trade 
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(fit) REAL NATKWAL INCOM^ OF INDIA 1948 59* 
(In 000 ewres tif rupees) 


1043-49 

88 7 

1053-54 

1009 

1949 50 

88^ 

1164 55 

901 

1950-51 

87 9 

1955 56 

1084 

1951 52 

79 70 

1958-57 

109 8 

1952-53 

902 

1057 58 

1045 



loss 59 

1120 


,, ,, National Income of Pcnotl 

• Real National Income of Pcnod 1 — — , — , , ,-X 100 

Wholesale Pnees of Fenod 


INDUS RATIOS OP BEAL EXPORTS TO REAL MA-HONAL INCOME 1048 59** 


(In percentage and figures are rounded) 


1918-49 

5 

1953 54 

5 

1949-50 

8 

1954 55 

8 

1950-51 

6 

1055-56 

5 

1951 52 

B 

1166-57 

5 

10S^S3 

5 

1957 58 

0 



1058-59 

S 

••Value of exports i 

s dcflitcd by export value deflator to defennme the value ol 

exports in real tenos 




INDUS CROSS DARTER TERMS OF TRADE 

llMS-80 (rase 

]952-53»100) 

1943-49 

123 

1053-54 

93 

1049 50 

lOT 

1954 55 

1D4 

1950-51 

05 

I955-50 



150 

1950-57 



100 

1957 58 




1958-59 

112 



1959 60 

121 
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Concentration of Tea Exports from India 


The decbee of concentration of exports and imports is measured by the 
Gmi index of concentration As Hirsdiman* points out it depends upon 
the number of countries with which t country trades and the nature of 
the distribution of this trade between these countries If there are n 
different countries %vith which the country trades the annual value of 
trade with any country i is and X the value of the total trade of the 

country, the co efficient of concentration will be given by 




For convenience the index is mulliphed by 100 (i e the relative share of 
each country m the trade of the country under examination is shown as a 
percentage of the country s total trade) 

Obviously the highest possible value of the index Is 100 when a coun 
try s trade is monopolised by another country The theoretical limit at 
the other extreme is a value of zero for the index when an infinite number 
of countries each possesses an infinitesimally small share in the trade of 
the country The louer Lmit of the index changes with the number of 
countries with which a country trades For each value of this number, 
the smallest value of the mdex is given by an equal distribution of the 
country s trade among these different countries It is clear that if the 
number of countries remains constant the index increases whenever a 
particular percentage P inaeases at the e'q>ense of some percentage 
smaller than P i e when a relatively small percentage becomes stdl smaller 
and 1 relatively large percentage becomes still larger 
It should be pointed out that the index does not measure the monopoly 
strength of the largest trading partner of the country which vanes directly 
with the concentration of the country s trade with that country and mverse* 
ly with the concentration of the remaining part of the country s trade, 
whereas the index of concentration vanes directly with both The index 
of concentration on the other hand measures the strength of oligopoly or 
oligopsony in a country s external market monopoly being considered as a 
bmiting case The index will always be numencally higher than the 
percentage held by the largest trading country 
This is the index of geographical conceotratiQn This may measure the 
concentration of a country s exports or imports A similar co-efficient 
can be used to measure commodity concentration of exports and imports 


* HinchzTun A O , National Potter and Stracture of Foreign Trade, Chap VI 
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The degree o{ commodity concentrabon depends on the number of com- 
modities traded in and the share of each commodity in the total trade 
Any attempt to measure the indices of concentration must encounter 
certain chfBculties These are 

(a) Certain groups are of catdi all (n e s ) type and these may be large 
Items entered under other countries’ or “otlier commodities may 
indeed inflate the degree of concentration if proper attention is not paid 
to them 

(b) Again recorded statistics of foreign hade relate only to trade in 
goods and do not include the trade m services But this does not seem 
to be a severe handicap as the trade in services is usually small com 
pared with the trade in goods 

This ijuper is an attempt to measure the geographical concentrabon of 
India s export hade in tea * The choice of the commodity has been guided 
by the following considerations 

(o) No other major item in our export trade is as much homogeneous 
(b) Tea is one of the three mam traditional items of our export and m 
the present context probably the roost important The world demand 
for jute texbles which is noted for its notorious instability is falling In 
the market for cotton textiles, which is already Lmited by the Buxton 
Agreement there is stiff compehtion from China and Japan 

With regard to the difficulty with the blanket item other countnes ’ 
and the danger of the index of concentration being unduly inffjted, we 
have followed Hirschmans’ procedure While measunng the indiqes of 
concentration of foreign trade of some small countnes Hirschman\ gets 
over this difficulty by arbitrarily assuming this item to bt composed^ of 
equal parts of 0 5 each and remainder if any, e g if this item is 1 7 per 
cent he regards this as consisting of three equal comjionents of 0 5 each 
and another of 0 2 Sjieaking strictly even this overstates the degree 
of concentrabon for even among the percentages for individual countnes 
there are figures smaller than 05 per cent But then the deviations be 
cause of these inaccuracies are too small to be significant 
In the table below the indices of concentrabon of India s exports of 
tea are given 


’ For the sake of homogeneity we have conGned to black tea only Green tea, 
however accounts for only a smaU fraction of total exports of tea from India 
* Hirschman op cit 



Tabis 1 


Year 

Index 

1937-33 

87 6 

] 938-39 

879 

1916-17 

705 

I917-(3 

600 

1918-19 

656 

1949-50 

600 

1950-51 

62J 

1^1-52 

68" 

1953-53 

695 

1953-54 

726 

1951-55 

70.2 

1955-56 

689 

1936-57 

696 

1957 53 

656 

1958-59 

655 

1959-«> 

621 


Source Account* Relating fo Fofcjgii Trade and MoniMij Stotuffc* of Foreign 
Trade published by the Director of Commctctal Intelligence and Statistics 


A study of this table would show that (here was a significant decbne m 
the index in the post war period But nothing definite can be said about 
the trend of the mo\ ements of the index thereafter However, a dose 
examination of the mo\ ements of the index p\es some indication about 
Its behavruur 

A reducbon m the index m the umnediate post war period is explained 
by a mailed expansion of the maiVet tor Indian tea There was prarti" 
cally no competition Indonesia was oierrun by Japan and took a long 
tune to rehabilitate henelf China Japan and FormoM too, were deterred 
by the war The only competitor to reckon mth was Ceylon This trend 
of the moiement was reiened in 1950-51 when a moxement in the opposite 
direction started The reasons for fliis are not difficult to find out It 
w’as by this tune that the full effects of devaluabon of the Indian rupee 
ots-a vts the dollar were felt As other lea produemg countnes came mto 
their stride after havmg completed post war reconstruction, India had to 
hark back to her ongina] customers The outbreak of the Korean War and 
stock filing by India’s customary trade partners further reinforced this pro- 
cess This came to an end towards the end of our First Fi\e Year Plan 
and It can be said that from then on the achiei ements are the results of 
conscious efforts by our polic> makers Buteien m 1939-60, the index 
w-as as high as 62 1, and both Hirsdunan and Michaely* define an index of 
40 and aboi e as high 

While admittedly tea is m the nature of a primary export, and India is 
only a de\-eloping economy, nine years of planning ha\e done very little 
(o reduce the \ery high degree of concentiabon of our exports of lea. 

* Miebaely, Michael, "ConccntralMH o£ Exports and Imports”, Econormc Jounvil 
Dec.. 1958 

26 
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The reason for this very high degree of concentration has been our ex 
treme dependence on U K whidi occupies a quasi monopsonistic position 
in the market for our exports of tea In fact, the movements ro the index 
of concentration of our exports of tea have almost been co-extensive with 
changes in the percentage shares of our exports of tea lifted by U K The 
extent of our dependence on U K can be seen when we look at the indices 
of concentration of our exports of tea to countries other than U K 
The indices in Table 2 have been constructed by treating the exports of 
tea to countnes other than U K as the total exports of tea and worhng 
out the relative shares of all countnes odier than U K in that total 




Year 

Index 

1937-38 

4U 

1938-39 

42 9 

1946-47 

46 5 

t 1947-48 

32 2 

1948-49 

315 

1949-50 

325 

1950 SI 

369 

1951 52 

336 

1952-53 

33 9 

195V54 

365 

1954 55 

371 

1955-56 

344 

' 1956-57 

325 

1937 58 

31 8 

1953 59 

32 8 

1959 60 

304 


Sovtice Same as lO TabJe 2 


A look at this table would at once show the difference The indices 
of concentration of exports to countries other than U K ire almost half 
the indices of concentration of exports to all countnes The former have 
never been high from 1947 48 onward Whereas the index of concentra 
tion of exports to all countnes varied between 220 per cent and 150 per 
cent of the lowest value of a high index of coneentrabon the index of 
concentration of exports to countnes other than U K has almost never 
been “high in the post war period Hus figure is comparable with 
Hmschmans^ figure for concentration of India s total exports m the 
immediate post war years viz 379 in 1957 and 37 8 in 1938 But even 
this figure is significantly higher than the one which would accompany an 
even distnbuhon of exports between different markets Since there are 
about 23 countnes which mainly lift the bulk of our exports of tea an 
indent of about 20 6 would represent the case when the exports are distn 
"buted equally between different markets The trend of the movement of 


• Ilirschman op cil 
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countnes an even distnbution of her exports between the different 
markets would give an index of about 18 9 and the actual index is more 
than double this figure In absolute terms however the extent of devia 
Uon is much less in the case of Ceylon. 

Certain facts emerge from behind the array of figures which we have 
presented in this paper While the level of the index of concentrabon of 
exports of tea from India in 1959 60 is a sad commentary on the efforts so 
far made to extend the range of our trade connections the behaviour of 
the Ceylonese index shows that there are reasons to feel concerned While 
Ceylon s exports of tea over these years have increased steadily the index 
of concentration of Ceylonese exports of tea too has recorded an increase 
This has been made possible by increasing concentration upon the Bntish, 
the Australian and the American maHcets which together account for 
about 60 per cent of her exports Since these markets have so long 
been the principal outlets for our exports of tea too (accounhng some 
times for more than 80 per cent of our exports) it is .time that we 
should look to the marker orientation of our exports of <tea and more 
fundamentally find out channels along whidi our enormous output of tea 
may be directed without jeopardy to the country s economy \ 



Gotttam Kumar Sarkar 
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A Study of International Regulation of Tea Exports 


I 

The main purpose of an intemaUonal agreement for the regulation of 
exports of a commodity is to stabilise the prices of lint commodity in the 
world market However as the origin of all the International Export 
Control Agreements including the International Tea Agreement of 1933 
could be traced to severe and prolonged depressions the aim of such a 
scheme can normally be described as that of, first, pushing prices of the 
commodity back to remunerative levels and then to keep it stabilised at 
that level Thus the former i c the idea of puslung up prices generally 
precedes that of slabiUsation and the current talks regarding the revival 
of the International Tea Agreement has also been the outcome of the 
depressingly low pnccs that certain t>'pes of tea arc fetching in the world 
market for the last few years 

The export quota is thus the device used to influence pnees and as such 
the quota percentages hive to be changed from lime to time Within 
each of the member countries speail governmental michmory for hcens 
mg and registration of exports have to be set up to allocate and ensure 
compliance of the quotas among different producers 

Owing to the dismal fuJurc of the previous private schemes of uncon 
trolled regulation not only in the case of tea (as in 1920 and 1930) but also 
all the other commodities it is evident that without proper control a 
restriction scheme cannot be successful The governments of the respec- 
tive member countries must therefore actively collaborate by making 
regulations to prohibit export m excess of die quotas agreed upon and 
enforce them properly llie standinl on which regulation is based is 
determined by the performances in in agreed previous period In the 
case of the Tea Agreement of 1933 the maximum exports of each of the 
participatmg countries vir India Ceylon and the Netherlands Indies 
readied in any of the years 19^9 1930 or 1931 were chosen as the required 
base' 

Although price raising is the fundamental aim and export quotas the 
chief device an agreement of this sort cannot obviously succeed unless 
exportmg countnes also endeavour to take domestio measures with a view 
to prev enting production from exceeding the combined domestic and export 
requirement Under the first agreement it was laid down that the exist 

* Annual BuKelin of SfclCrfiw 1934 Inteimtumal Tea Comm ttee London 
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mg tea areas should not be extended dunng the penod of the scheme 
except in special cases and never more than ’j per cent of the existing 
total planted tea area of eadi country * Tliese new acreages were intend 
ed to meet the needs of producers who at the time the ban was imposed 
had not an economic unit Replanting was limited to replanting on the 
same area which had been uprooted 
Apart from planting restriction efforts should also be made as under 
earlier agreements for the effecbve prohibition of the export from the 
regulabng to the non regulating countnes of planting matenal viz seed 
root stumps cuttings buds or any hving portion of a tea plant which may 
be used to propagate it with a view to discouraging the development of 
outside production The administration of the scheme, as m the past, 
will obviously be the responsibility of the Internal Tea Committee— the 
only representative international organisation of the tea growers and the 
administrative expenses would presumably be divided among member 
countries in proportion to their votes 
The restriction regulation however may induce estate owners to 
transfer export hcenses in whole or m part from one of their own estates 
to another or even to estates of another owner Tliere is a possibility that 
a grower might use his license as an object of barter and sell it instead of 
working bis own garden These transfers although sometimes helpful to 
producers of infenor grades of tea having little export demand are often 
likely to affect adversely the pubbe interests m the respective districts 
These possibilities can be minimised by various measures Firstly such 
transfers may be made subject to the approval of the authorities and 
secondly as in Indonesia a system of joint licenses may be introduced 
by which owners receive a single license for all the estates belonging to 
them ^ 


11 

Tliere is a number of economic and technical factors which facilitate the 
successful operation of an export regulation scheme for tea and which 
actually contributed to the success of the past schemes of tea control 
Before discussing them it will be worthwhile to bnefly review the 
experiences of the tea industry under the export regulation scheme of 
1933 and to judge how far the claim of that Intemahonal Tea Agreement 
as being the most influential of all the various commodity control schemes 
cA tVie iVniTres cc/JiA k® 

The immediate background of the agreement was the great depression 
of the thirties which rudely disturbed the stabibty of the tea industry 
Between March 1929 and June 1932 tea pnees fell by about 59 per cent 
while the average fall m pnees for all commodity was only 39 per cent* 

* Ibid 

* Boeke J H The Eiolutlon of the 'Nelheihinds Indies Economj l'SAQ p 58 

* Layton W T and Crowther G An Introduction to the Studj of Prices 1638 
p 197 
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Moreo%er the dedine m tet pnces was more than in respect of the ma}or 
pfantabon products e’ccepting rubber lliis iviU be esident from die 
foUonmg table indicating the percentage decline m the pnces of the E>e 
major plantation crops between March 1929 and June 1932* The date 
June 1932 has been chosen as tlie end of this period as it was then that 
the indices of wholesale pnces and the general business activity reached 
iheir lowest points 


Table 1 


Commodity 

Percentage 
fall in prices 

Coffee 

46 

Cocoa 

21 

Raw Sugar 

23 

Refined Sugar 

18 

Rubber 

64 

Tea 

59 

All commodiucs 

39 


Stod^ of tea began to accumulate m U K and rose to 270 nulUons lb. 
in 1931 and to 309 milhons lb m 1932— <»bout eight months supply* 
During 1932 the average pnce of common Assam tea on the London 
auctions "as a httle over 6 d per Jb * Similarly pnces which had averaged 
about 90 cents per kilogrim m Amsterdam until the middle of 1926 had 
by the end of 1932 dropped to about 22 cents* In Batavia the average 
pnce paid at the end of 1932 was only 13 cents per hilf kilogram the posi 
bon of tea culbvation in the Netherhnds Indies had become so precarious 
that despite a slashing down of expenses which had reduced the cost pnce 
to one half of what it was m 1930 rune out of every ten estates worked 
at a loss ’ Some of the factories were forced to dose down Nabve pro 
ducers who had obtained upto ten cents per half kilogram of wet leaf m 
1926 had m 1932 to be content with 15 cents — a pnce which even for 
them no longer made picking worthwhile 
But immediately after the signmg of the agreement the pnce of tea 
began to recover In 1933 the annual avenge pnce of all tea realised at 
the London auebons was much above the very low level of the previous 
>ear In 1934 it vvus sblJ higher — about three fourths of the average 
1925-29 pnces, and it remained around that level unbl flie outbreak of 
war in 1939 (Table 4) Dunng the same penod the pnces of comparable 
cxtmmodities remained much below their predepression levels Thus the 
pnce of coffee averaged onl> 43 5 per cent of its 1923 29 level, that of 
cocoa only 49 per cent and that of su^ only 36 per cent ** 

‘ Ibid 

' Itarler, C R, The Cuflure and Marketing of Tea 1956, p 248 
Ibid 

' J H , op of , pp 56-57 
’ lota p 5T 
Ibid , p 

“ F A O cbmmodity BuIIehn Fenes, Tea — Trends and Prospects, 1960 p 27 
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In companson with their depression rockbottom m June 1932 average 
tea pnces rose by as much as 125 per cent in their recovery highs of 
March 1937 “ Over the same jienod cocoa and sugar (refined) prices 
rose by 87 and 8 per cent respectively while coffee pnces actually fell by 
19 per cent ” The average nse jo prices for all commodities dunng this 
period wqs 48 per cent ** Among plantation products only rubber showed 
a greater increase (764 per cent) tfian tea, but this was very largely due to 
the very low level to which the pnce of rubber had fallen in the depres 
Sion and also due to the mudi more ngorous scheme of control adopted 
for the commodity. 

The greater nse in tea pnces as compared with other plantation 
products IS indicated in the table below 


TABt£ 2 

INTOCES or PFICES OP COFPIX. COCOA, SUCAS AND TEA I925-29='100 



Year 

Coffee 

Cocoa 

Sugar 

Tea 




(A) 

(B) 

(Q 

(D) 

(E) 

Average 

1925 29 

100 

lOO 

100 

100 

100 


1930 

60 

67 

58 

85 

86 


1931 

39 

43 

44 

63 

64 


1932 

48 

47 

37 

33 

33 


1933 

42 

37 

33 

68 

57 


1934 

51 

43 

35 

74 

77 


1935 

40 

44 

34 

75 

73 


1930 

43 

57 

34 

73 

75 


1937 

50 

70 

44 

85 

87 


1938 

35 

43 

39 

81 

81 

Average 

193042 

40 

49 

43 

69 

63 

Average 

1933-3S 

435 

49 


75 



Col (A)— Santos No 4 NY (U^ cents per lb) 
Col (B) — Accra NY cents per lb) 


Col (C) — Raw Sugar, cif UK from 1025 to 1930 and world price from 1931 to 
1938 (U S cents per Ib ) 

Col (D) — London auction (d per lb) 

CoL (E)— Same price converted into UiJ cuireacy 

It IS, however, difficult to determine preosely the proportion of the nse 
in the pnces that should be ascnbed to the overall recovery in wholesale 
pnces which started in 1933-34 and the projxirtjon that must be ascnbed 
to the effects of the agreement Neverdidess there is hllle doubt that 
the adopbon of export quotas dunng die years 1933-57 at an average of 
85 per cent of standard exports and the knowledge that the quotas could 
be pared down whenever pnces fell heavily along with the low pnce 
elasticity of demand for the commodity were largely instrumental in 

” Layton, VV T and Crowther G op eU,p 207 
Ibid p 207 
“ Ibid p 207 

" F A O, Conunodity Reports, Tea, 1953 p 21 




A STUDY OF INTERNOTONAl. BECULATIOH OF TE<V EXPORTS 209 

bnnging about the nse in tea prices — ^Nvhich significantly exceeded the 
general recovery of prices oxer the same period It was perhaps only 
the non participation of the Chmese and the Japanese Governments m 
the scheme that prevented a greater upward movement in tea pnces that 
took place dunng the penod of the first agreement There is thus no 
doubt that the tea industry enjoyed under reflation greater stability and 
prospenty than existed pnor to the agreement and admittedly greater 
than it could have enjojed in the absence of control This will also be 
somewhat evadent from the range in annual average pnces of all teas sold 
at the Lodon auctions during the penod os denved from Table 3 


Six year periods 
1922 27 
1928-33 
1934-39 


Range (Pence per lb ) 

Range (per cent) 

3 9(151 to 190) 

292 

5 0 (117 to 16 7) 

427 

6 (13 3 to 139) 

45 


Reduction m output effected by producers was mainly through finer 
plucking The quotas were highly effective and actual exports from 
member countries never deviated much from the presenbed quotas 
Thus actual exports exceeded the average annual quotas for the five >ears 
b> only about 8 per cent ** Regulating countries were however 
perturbed by the prospect of losing overseas markets to the non regula 
bng countries but the lack of suitable land labour or capital resources as 
well as the virtual prohibition of seed exports to non member countries 
made It somewhat difficult for them to rapidly increase production The 
East African countries for example had experienced an acute shortage 
of tea seed when they had later contracted out of the scheme 
As earlier stated the tea control scheme was not designed to secure an 
unduly high level of pn«s and die Inleniational Tea Committee as such 
was evidently bent upon a liberal pobey The curtailment of exports 
Was not at all severe Dunng the years 1933 fo 1938 the three parh 
cipatmg countnes restricted their average exports by only about 12 per 
cent as compared wath the last four pre agreement years — from 
3356 nulbon lb to 314 million lb annually*' Over the six years 1933 
to 1938 average annual world imports were 866 9 million lb as com 
pared to 893 4 million lb over 1927 to 1932 “ 

The nse m pnces in absolute terms during the years of the first agree 
ment was consequently moderate too as compared wath the pre depres 
Sion levels and id not evoke consumer resistance of any sort aldiough 
representatives of importing countnes were absent in the controlling 
body 


' p 19 

27 


” Ibid p 19 


* find p 19 
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Tables" 


ANNUAL AVERAGE PRICES AND PRICE INDICES ALL TEA LONDON 1922-39 


Year 

Anrtadl Average Prices Lon- 
don all tea (Pence per lb ) 

Price Index London 
all tea 1930 « 100 

1922 

JSI 

99 

1923 

187 

123 

1924 

19 8 

130 

1925 

ISO 

117 

1926 

193 

127 

1927 

190 

125 

1928 

167 

110 

1929 

163 

107 

1930 

tsz 

100 

1931 

122 

50 

1032 

04 

61 

1933 

117 

77 

1934 

13 3 

74 

1935 

12 0 

80 

1936 

131 

80 

1937 

152 

100 

1938 

144 

95 

1939 

139 

91 


A companson of the International Tea Agreement with the bn and 
rubber control schemes also instituted dunng the early thirties is worth 
undertaking at this point AH the three comraodibes showed their 
lowest average annual pnces for the depression in J932 (Table 4) Tm 
control was inshtuted first (March 1931) followed by the tea and rubber 
control (June 1930) and tm pnces surpassed their 1939 level as early as 
1934 Export quotas applied for each commodity after the adoption of 
the control schemes are not teclmically comparable due to the varying 
nature of bases used Nevertheless the fact that during the years of the 
first Regulation Scheme the quota for lea vnned between 821* to &Vi per 
cent of standard exports while quotas of 45 to 60 per cent and of 55 to 
50 per cent wero common for rubber and bo respectively is sufficient to 
indicate the comparative ngorousness or monopohstic character of th© 
three control schemes Tin and rubber pnces also rose much more 
sharply than tea over 1932 and 1939--by 156 and 764 per cent respec 
lively as compared to 125 per cent for ten The follovnng tabic explains 
the nature of pnee movements of the three commodities under consi 
deration dunng the penod ” 


• Wickizcr V D Tea under Iraetttattoral Hegulalion 1944 p 183 
Ibid p 111 
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Tabi£ 4 


INDICES OF TEA, fiUBBQt *M» TDi PRICES, 1924-39* 
1929=100 


Year 

Tea 

Rubber 

Tin 

1924 

122 

129 

111 

1925 

Jil 

356 

128 

1926 

119 

233 

145 

1927 

117 

184 

142 

1928 

103 

109 

112 

1929 

too 

100 

100 

1930 

94 

50 

70 

1931 

75 

SO 

54 

1932 

53 

17 

49 

1933 

72 

29 

87 

1981 

£2 

63 

IIS 

1935 

79 

60 

112 

1936 

£0 

80 

JOS 

1337 

93 

94 

120 

19SS 

SS 

72 

91 

1939 

£6 

£6 

111 


* Based on pnces of oU teas at London auctions and on New \ 0 Tk pnces of nbbvd 
smoVed sheet plantation rubber and Struts tin 


It IS, Uterefore ddEcult to disagree wtli Wickizers contention that 
"tea control at least in comparison with tlie rubber and tin control 
appears to have been less restncbve and certainly less e^loiUve as 
also tile view of F A 0 experts In principle the Tea Agreement can be 
enhosed for not including any representatives of consuming countries, or 
ratfier, since tlie producing countnes are tfiemsehes substantial consumers 
of tea, of importing countnes It was potentially at least a producers’ 
monopoly Its record shows, lioweier. that its monopoly powers were 
not abused 


111 


Altliough after the hunching of the agreement m 1933 tlie stock posiUon 
of world tea unproied appreciably and the pre depression pnoe level 
recovered potential production le productive capacity of India Ceylon 
and Netherland Indies alone still exceeded world consumption require- 
ments of the tune by some 20 per cent or more ** Accordingly it was 
ummmously decided to continue tlie export regulation A second agree 
ment from April 193S was tlius enfered into for a further period of five 
years 

However during the operation of the second agreement the Second 
World War broke out and wuth it the storv of tea control and regohboa 


” Ibid, p 113 

•* n A Tea— Trends and Prospeett I960 

Uubinheid James NctherUnds Indies Benefits from Five-Yeir Tpt 

Scheme , Tea and Coffee Trade loumal, Afay, 1936, p 37 ipilatioD 
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entered a new phase The export quota of 90 per cent originally fixed 
m 1939 was successively raised to counteract the large and continuous 
nse in prices and to ensure the steady flow of supphes After the 
Japanese occupation of the h^etherlands Indies in early 1942 the restne 
bon provisions of the agreement evidently lost all prachcal significance 
Thus after 1942 43 when tea supplies divincUed heavily, the International 
Tea Committee was admittedly operating just to keep m tact the adnunis 
trative machinery of internabonal regulation and had little, if any, actual 
effect in controlling exports In 1942 43 tJie quota was raised to as much 
as 125 per cent In 1943 in order to keep the schema in existence and 
provide for future emergencies the second agreement ivas extended for 
the duration of the war and for some further penod in the case of India 
Ceylon and the East Afncan counlnes The East Afncan Government 
did not renew their control legislation m 1947 and ceased therefore to 
be members of the Regulation Schemes 
An interim Producers Agreement was entered into by industry repre 
sentatives from India Pakistan, Ceylon and Indonesia upon the expira 
tion of the extended International Tea Agreement on 31st March 1948 
and this was to have a maximum life of two years The roam features 
of previous agreements were conbnued but the rcstnctions on new 
planting were liberalised and the quota raised sbghtly Extensions on 
land not planted were Lrmted to 2 per cent of penrussiblo acreage 
annually and replacements were allowed up to 5 per cent Such replace 
ments were to be accompamed by simultaneous uprooting of old tea ** 

By the close of the 1940 s tea supplies were becoming more abundant 
while the rate of consumption in overseas markets was below the 
annual average for pre war years This pointed to the need for mam 
taming the machineiy of regulation and the International Tea Committee 
came to the unanimous conclusion that the scheme should be continued 
after 31st March 1950 Accordingly the producers of (fl) India (b) Pakis 
tan (c) Ceylon and (d) Indonesia entered into a new agreement starting 
on the 1st April 1950 and ending on the 31sl March 1955 
The figure of regulation (i e the permissible exportable quantity) fixed 
for the first year of the ne\v period of regulation was for each of the pro 
duang countries to be 130 per cent of the asceitamed standard For the 
next four years the export quotas were kept fixed at 135 per cent The 
permissible acreages on the 31st March 1850 were as folIowTr *’ viz 

India acres 

Pakistan 79 768 , 

Ceylon 588 227 

Indonesia 539 772 . 


“ 1 T C Report for the penod from M April 1941 to 51st March 1949 
’ 1 T C Report for the period from Isl Aprl 1955 to 31st March 1954 p 7 
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Exteosions o£ tea permitted m each ptoducmg country T\ere not be exceed 
5 per cent of the permissible acreage on the 31st March 1950 ** 

The last agreement continued upto 31st March 1955 and \\'as not 
rene%\ed 

Below are given the export quota figures under tlie International Tea 
Exports Begulabon Scheme 


Tamx 5 


EIPOBT QCOTAS UNDER THE INTEILS VITOVU- TSA EXPORTS RECUIATIOS 

SCHEME — 1933-55* 

(Percentage of Stcndofd Exports) 


Regu/aft<?n year 
(Aprs! J March 31) 

Quota 

Rectaan announced dunng year 

1933-^ 

85 

None 

1934-35 

87V 

None 

1933-36 

82.1 

None 

190&-37 

81i 

None 

1937-38 

8^1 

OngmaDy fixed at 81V raised m May 

1933-39 

92.V 

None 

1939-40 

9» 

Ongiaoily fiied at 90 nised m Octo- 
ber 

1940-11 

91V 

Originally fixed at 95 lowered to 90 
in July raised m October 

1941-42 

110 

Onginally fixed at 90 raised to 95 in 
May to 100 lo August, to 110 in 
October 

1942-43 to 1947-43 

125 

None 

194949 

125 

Fued by Interun Producers Agree- 
ment 194S-50 

1949-50 

125 

None 

1950-51 

130 

Fued by Agreement of 1930-55 

1931-52 to I9a4-53 

135 

None 


“ Revisions in quotas take effect from the be^nnmg of the regulation year (April 1) 
regardless of when announced Percentages relate to the regulation year as a whole 
not to the portion subsequent to annonnced dianges 


TV 

Let us now analyse the factors which helped the successful implementation 
of the past regulation schemes of lea and are also hhely to facilitate any 
future agreement 

In the first place as earlier hinted the demand for tea like most other 
primary commodities is relatJ\eIy inelasbc wthm customary pnce 
ranges m the major imiwrtmg countnes and hence a pohcv of regulation 
earned within certain limits is likdy to mcrease not ody the gross eiqxirt 
eammgs but also the net revenue of the industry as a whole Secondly tihe 
fact that tea is a plantation industry and one having the best type of 
orgamsabon and finanaal contrul readers moderate marketing and 
Ihd p 17 
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production control somewhat easier than la the case of odier com 
modifies A large part of the production is stiU by European estates 
organised in strong associations and x>ossessing statistical records Conse 
quently the control scheme partly escapes the inacxmracies and “over 
estimates (for which it may or may not be possible to work out a co- 
efficient of mendacity ) which hampered the initial implementation of the 
production control schemes in the tobacco industry of the United States " 
However, despite these natural advantages an international regulahon 
scheme for tea cannot be successhil unless it fulfils, as m the past two 
basic requirements Ihese are 

(1) its scope must be sufficiently wide to include the greater part of tfie 

tea supplies entering world markets The first agreement covered! 
India Ceylon and Java which together accounted for about 83 pe{r 
cent of the total \vorld exports of tea before theagreement (total worWl 
exports averaged 5528 3 nulboo lbs between 1927 and 1932 of whCo 
three countnes share was 4 607 8 miUion lbs )/* i 

(2) the contioUing authorities should always strive to avoid an extiemeft ) 
ngorous export and pnee pohcy For it is this most vital question 
which had largely determined the fate of earlier international commo 
dity agreements especially the Stevenson scheme for rubber The 
restramt shown by the International Tea Committee in the past was 
however, due pnmaiily to the fact that since a sigmficantly large part of 
the ^vo^lds exportable tea was both produced and consumed by 
Britishers it was not politically feasible to embark on a monopolistic 
exploitation of the tea market And as in future too like that in the 
past a part of the world $ total exportable tea production is most likely 
to remain outside the scope of the regulation scheme and an eihorbitant 
price would stimulate production and exports by non member countnes ‘ 
thereby throwing the whole scheme into jeopardy 

V 

While an international export regulation scheme for tea remains d-tsirable 
for the world lea industry as a \riiole one cannot plausijdiy ignore its 
vanous limitations Some of them were actually t^jenenced by the 
agreement of 1933 despite its success m comparison witch other commodity 
control schemes of the 1930s In the first place fee great dispanty 
between the prices m the overseas and domestic markets that inevitably 
results from it tends to encourige evasion and sr^gghng despite ngid 
statutory control *’ Secondly there is the threayof larger exports from 
non regulating countnes un^f the allurement o?' higher pnoes requinng 
’ Fay C R Plantabon Ecoaomy* The Econcmic Journal December 19-30 

* Based on data from ITC Monihtt/ BuU^n of May 1941 Vol VI 

No 5 p 5 / 

"ITC Reports for 1935 36 p 9 1938-39 p 9 1#39 p 9 
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thereby a progressive tightening of control Indeed during the currency 
of the first and the second agreements m the thirties the volume of ship- 
ment from the non agreement countries continued to increase despite 
cautious and vigilant pohcy of the International Tea Committee and was 
a constant source of worry until the outbreak of the Second World War 
which temporarily eliminated the problem of over supply (Between 
1933-34 and 1938-39 erports from non re^ilating countries increased by 
S3 3 per cent while exports frotr the regulatmg countries rose by 6 per cent 
only )’“ It IS true that the non regulahng countries faced certam difficul 
ties m stepping up producbon and exports for lack of suitable seeds and 
that they produced mamly green teas which ordinarily are not directly 
competitive with the black vanety Nonetheless there was a possibility 
that these mam green tea producing countnes mainly Japan and China 
would switch over to the production of black teas TTiere was indeed 
some tendency towards the latter among those countnes dunng the years 
of the agreement All these possibihties might recur as well under any 
future scheme of control 

The benefits flowing from the agreement to different producers may not 
be evenly distnbuted Tins vvjs a senous liirutatJon of the tea regulation 
schemes dunng the thirties There is a large vanety of tea and restnction 
regarding new planting applied to them regardless of the different condi 
tions As a matter of fact jt was only the poorer quality teas that had 
been m surplus but the producers of supenor grades were also forced to 
curtail their output This affected them m many ways Although die 
pnces of ordinary teas rose mat<»nally due to the restnction those of the 
finer quality teas did not as they were already fetching fairly high pnces 
m the market This will be evident from the following table 

Tabix 6 

CfDicEs or rci muces Ivi'eb.vce tor tears etoicated) 

Tea 19'’6-28 19-00 -32 1933-33 1933-33 

Daijeelmg 100 Tl “2 76 

Assam lOO 62 68 60 

Cachat & Sylhet 100 48 73 S3 


Ke^latioa on the other h-wd enhtneed the production costs of aff v ane 
ties, of tea especially of the bi^ grades Thus although the majonty of 
the estates producing qualify teas had larger per acre yields they did not 
get a differential treatment in regard to plontmg rcstnctions as no method 
other than blanket curtailment was considered practically feasible 
Moreover m the absence of quality differentiation and due to the charac 
tenstic behaviour of the pnces of different ^ades of tea (the so called 
Concertina ) it was but naturd that quality teas would reap much less 

Wicki 2 er V D Tea under Intemottonot ftegutotion Apnl 1944 p 87 
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if any, benefits from the weight teas Accordingly under the policy of 
restnction all teas tended to move to a common level and quahty produc- 
bon was discouraged This qualitatave degradabon has in fact been the 
concomitant of almost all siinilar commodity control schemes and 
especially for a non homogeneous commodity hke tea where the problem 
of surplus IS mainly confined to the inferior vanebes may emerge under 
any similar future scheme of non sclechve control 

Theorebcally, producbon restnction tends to improve the quality of 
the marketed crop if it involves finer plucking But there may be various 
methods of reducing producbon If the owner of an estate deades to 
let part of the estate go unplucked rather than adopt finer plucking 
throughout, there would admittedly be no quahtabve improvement. 
Similarly firms working more than one garden might elect to confine 
restncbon to certain ones, and thus there might or might not be improve- 
ment in tbe quality of the product Finally producers might choose to 
reduce the amount of manures and ferbhsers generally employed and 
thereby reduce per acre producbvity 

"If foer plucking were the method universally adopted for reducing 
outputs, many benefits would accrue But really fine plucking requires 
an adequate labour force, for it presupposes that each plucking round is 
complete before the new flush is far forward, and may also involve a 
reduebon in bonus to labour, which is not popular It is doubtful 
whether restncbon can be so applied by gardens which produce mainly 
lower grade teas tVhen restncbon is effected by leaving some of tbe 
bushes unplucked, thev become potentially heavier producers in the next 
season If finer plucking is unpracticable on estates producing lower 
grade teas, as the Impenal Economic Committee implies, quality 
improvement may not be as nobceaWe in pracbee as in theory it might 
be vnth output restncbon 

The benefits accruing to the labour under the agreement of this type 
are aUo highly dubious unless there is something in the agreement speci- 
fically providing for the improvement of working and hving condibon of 
estate workers Thus how far the past lea agreement had to do with 
improvement in their affairs is not clear Aldiough some feel that one of 
the reasons why the governments of the agreeing countnes were inclin- 
ed to support the same was that it would enable producers throu^ 
increased earning to meet government desire for improving die condibons 
of plantation labour There are others who a\er that such progress as has 
been made m this respect has been absolutely unrelated to the agree- 
ment There are also economists who \vould well go to the other extreme 
and say that the agreement did posibve harm to the labourers 
S R Sen, for instance, observed that inasmuch as it encouraged 
combinabon amongst planters the Tea Agreement led indirectly 
to a detenoration in the position of estate labourers until the govern 


“ lUd. p 69 
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ment took a direct hand in labour problems” The F*AO report 
on tea also aptl/ points out that the distribution of benefits in agreements 
of this sort as between the vanous sectors of the industry is exceedingly 
complicated and much depends on local and legislative frameworks” 

On the other hand following the adoption of export regulation whole- 
sale pnce of tea starts increasingly dependent upon the nature of the price 
policy of control authorities Sooner or later tois inll necessarily exert an 
upward pressure on retail pnces and a downward pressure on consump 
tion This might bo dssirabV for the industry s short run interests of 
stability and profits in the b^t of the inelastic demand for the beverage 
in the important import markets But admittedly the chief and perma- 
nent hope of neutral:<ing the tea world s surplus productii e capacity lies 
in stepping up the rate of tea consumption throughout the world which 
implies a rightward shift of the industry demand curve Thus any con- 
trol scheme should be accximpamed by a vigorous dnve for increasing 
lea consumption through all possible non price measures Dunng the 
control scheme of the thtrbes the Jatetvabon'il Tea Committee had 
admitted that the real remedy required was an expansion of markets’ ** 
But it had failed in respect of its professed objective For although some 
progress was made in expanding consumption within the actual produc- 
ing countries very little was done by the International Tea Market Expan- 
sion Board with regard to the more profitable export markets The 
International Tea Committee estimated that over 1932 and 1938 tea con- 
trol in the three leading producer exporter nations approximately doubled 
and to some extent neutralised the reduction m absorpbon by western 
countries However, much of this tea was sold at very low pnoes with- 
out profit as a special form of dumping’* Thus pnces of tea for use 
within India were kept well below export pnces and even tended slightly 
downward in 1939^0 when export pnces tended upward In 1940 when 
ov erseas demand was strong, Calcutta export pnce for example, 
“averaged more than three times the Calcutta pnce for home use " This 
excessive pnce differenbal, coupled widi the extensive adverbsmg, thus 
goes far to explain the doubling of tea consumpbon in 1932 3S within the 
three producing countries 

The cost of such a regulation scheme to consumers is evident What is 
less clear is the burden thrown upon those potenbal tea producers who 
are denied rights of producbon under the scheme Where the producbon 
of the commodity consbtutes basically the most profitable occupabon the 
resbicbon aSects severely large numbers of the local people, and when 
those debarred from setting up small plantabons or small holdmgs are 


” IntematiOTal Conference of Agncultural Economists, 1952, 

pp 4a7 00 

“ F A O, Commodity Reports Tea No 1, August 1953 p 22 
It 9 Review of Oie International Tea Regohtioti Scheme 1933-43 
^ Wickizer V D, Tea Under IttieTTvHumal Begul^ion 1944 p 114 

S, "Expwence Under Inter Governmental Commodity Agreements, 1902- 
4o , The Journal of PohUcal Economy, jane, 1946, p 201. 

28 
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forced to fall back on subsistence production and/or more or less casual 
Nvage earning this has highly undesirable effects on the economic \%ell 
being as also on the political stabibty of the countnes concerned. As a 
matter of fact one of the most senous limitations of an export quota 
scheme is that it introduces rigidities m the patterns of production (and 
trade) and thereby tend to prevent desuable long term changes in the 
sources of supply and the channek of trade of the particular commodity 

VI 

At present the question of re\iving the old Tea Agreement seems uncer 
tain for the practical difReulties involved in launching any future agree 
ment are important and numerous In the first place much will depend 
on the policy to be followed by India — the largest exporter of tea which, 
however, has sho^vn increasing interest m negotiating bilateral trade 
agreements for the increased sales of Indian tea in recent years Second 
ly, insurmountable difficulties might anse regarding future quota alloca 
bons— the rock on which the International Tea Agreement had foundered 
in 1955— owing to complex dianges m the pattern of tea production and 
trade in the post 'var penod The relative shares of India, Ceylon Chma, 
Indonesia and East Africa vihiidi have between them accounted for the 
large bulk of world exports have been changing in recent years And it is 
also doubtful whether any of these five would be wjlhng to participate in 
an agreement unless the other four also partiapated, together with as 
many other tea exporbng countries as possible But 'viU it not be ex 
Iremely difficult to bring together all the ma)cr tea producing countnes 
under such an agreed international scheme of control? Especially Com 
munist China which enjoys a more or less sheltered market in Russia and 
has also recently entered tlie London auctions may not agree to cut down 
her quota radically It is more likely that she would not agree to parti 
cipate and accept export quotas which were not unfairly high compared 
with those of other exporters Similarly Ceylon is most bkely to insist 
that her increasing population has no other important source of Iiveh 
hood and may consequently rrfuse to curtail her exports by any large 
measure especially as her domestic markets as also the scope of diversion 
operabons are highly Lmited In sum, certain countnes might well agree 
to parbcipate but insist either on exhorbitant quota or on the exclusion of 
particular regional exports from the quota provisions typical examples of 
such regional exports being the exports of China to the USSR and other 
Commumst countnes Moreover, relative shares must take mto account 
regional preferences of importers sprmgmg either from typical demand 
for certain quahbes (e g Bnbsh preference for some Ceylonese teas) 
and geographical proximity and freight advantages And expansion of 
production and exports from countnes which will remain outside the fold 
of the agreement wall create a mudi more senous problem of regulation 
in future than in the past 
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In short, any plan of mtemalional export control of tea must be 
founded on a radiciUj different basis And t}?e effecbve management 
of the worlds tea economy requires a direct control of stocks which the 
International Tea Committee did not possess in the past and is also not 
likely to possess in tlie future. 

The basic problem of such a control scheme is admittedly to avoid pro- 
ducing so much that the surplus available for export is too large But 
a large and sudden downward revasion of export quotas, if tliat becomes 
necessary, m the absence of effective production restriction must lead to 
a glut of teas in the domestic markets of the producing countnes causing 
thereby the intemil pnees of tea to fall too much below the level of 
prices obtained abroad and making tliem unprofitable even in such mar- 
kets besides encouraging smuggling 

Two alternatives might then have to be chosen Either production 
quotas may be allotted to he actual producers, or steps may be taken 
to buy up and dispose of the surplus production for destruction or for dis- 
posal at a loss But while tlie second allemalive is much too painful from 
the viewpoint of consumer welfare the first, viz. production control for 
even a highly organised industry like tea involves important practical 
diOicukies, if at all it is to be earned out with Oie least financial and 
teclinical damage A big company with a brge number of estates, some 
on low and some on high altitudes, may be in a better position in this 
respect For it wiU just have to consider whether it is not desirable to 
stop working one estate and “put it down to care and maintenance" 
allowing the otlier estates capacity working But a small company has 
obviously much less scope for such acbon For whilo it wall also have to 
restnet output to die prescribed quota by discarding tlie poorer fields the 
cutting out of pardcuhr field may bring it down to a level of production 
which is anything but technically optimum This problem of allocatne 
efficiency in respect of production quotas is indeed a vexed one and all 
the resources of a country s Tea Research Organisation may thus have to 
be taxed in order to divert its endeavours from the normal task of assist 
mg expansion to that of working out the kind of reduction winch is least 
harmful technically for estates in different situations ” What is parti- 
cularly disturbing is die fact that lo case of some other pnmary commodi- 
ties producers can readily shift to other lines of production following tlie 
appheabon of a largely reduced piodurtion (or export) quota For tea, 
however, dus is not possible masmudi as lands used for tea culture can 
hardly be ubhsed economically for odier crops * 

The pnnapal producers and consumers of tea are still bodi Bnhsh (or 
English speaking) but in view of die increasing diversificabon of world 


Agreement was pnmardy concerned the regulation ot ex- 
k K '* ac«mpanjed by a iwcessanly feeble gentlemans agreement 
t» manafacture lor sole in the domestic market more 
than a cerUin percentage of tl>e estates l^c crop. 
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tea production and markets in the post-war period any future scheme of 
international regulation of tea cannot plausibly ignore the question of con- 
sumer representation Moreover, the jxist-war ethics of inter govern 
mental commodity consultabons also demand that producers and con- 
sumers (or exporting and importing government) should have equal 
weight in the working of an international commodity agreement. The 
desirability of providing for adequate safeguard to consumers in any 
future agreement is probably unquestionable, but the methods suggested 
are not essentially very sound For in any case bringing within the fold 
of an agreement a large number of tea consuming countries is apt to 
prove extremely difficult The I T C itself seems to have subscribed to the 
same view, even during llic thirties, when it considered it impossible ‘ to 
Bnd suitable representatives for all the different countries using tea”, as 
also ‘ to make a choice from the distributing trade in the various regions 
as buyers are much too individualistic and competitive"” This admit- 
tedly complicates the problem of effective consumer representation more 
than m the past, for a future scheme of control may not appear to function 
within the framework of a ’‘moderate ’ price policy, at least from the 
buyers’ viewpoint owing to radical upward changes in the cost structure 
of the industry. 

'This brings us to the more general question as to the broad pattern of 
pnees to be sought in any future scheme of control 

Generally economists refer to prices which are ’ reasonably remunerative" 
to producers and at the same lime “fair ' to the consumers But is not the 
concept of a ’reasonable pnee or rate of return somewhat ambiguous in 
the context of a highly diversified and changing cost structure of the 
industry? And even if a generally agreed ‘fair price could be found by 
the producer groups will it appear to be equally fair to the consumers as 
well? The answer will certainly be m the native if under the pre\ail 
mg cost conditions tea producers base their concept of fair prices on 
their traditional marketing margin — that which they were enjoying m the 
era of a seller s market 

After all that can be said against an export regulation scheme for tea 
the fact remains that some such global and agreed scheme of export (and 
production) arrangement, especially, if possible, of common teas, remains 
basically desirable in view of the inherent instability of the commodity in 
overseas markets as also the tendency towards chrome surpluses And 
besides existence of chronic surpluses there is always the problem of 
over-supply caused by natural factors Surely it will not be irossible 
to organise a new international agreement wth its concomitant para- 
phameha every time the commodity is confronted with a large surplus 

The "most effective treatment of chrome surpluses is preventive and 
anticipatory and what is needed most is “a continuously functioning 


*’ I T C , Reileto of the Inlernatlonal Tea Regulafion Scheme, 1933 1943, p 174 
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orgatusatjon ** TIus \t 11 consbhile a forum of perrtstent infemabonal 
delibcnbon and co-opention and although differing technicalK from 
agreements as such will ful^ bisicaflv the sime objecti\e The FA O 
his rigbllj suggested to set up in flus connechon an intemhonal stud> 
group or similar bodj either b> malatig use of the existing frime-work 
(ind inderung it to admit parbcipihon of importing countries} or on tlie 
lines of other infer goismmental commodit) bodies ** 


*■ “ud BbcX, 1 D *lnl«T«honal Comnodiw- Anaocernents " Ouarterlj 
» LMIl IWt p 549 V 

bulletin Senes, T«j — ^Trcnd* oiuf Fri}Sj)ccl 1960, p 27 
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The Structure 0 / Bilateral Payments Agreements 
India : A Case Study 

1 

Buateiul Payments Agreements are by definition arrangements designed 
to relie%e ths piymenls problem between llie attracting pirties Such a 
payments problem is in general caused by some underlying factors— 
structural or financial by nature Some base omveniently given an 
operational definition of Bilateral Payments Agreements* such that it 
involves the settlement of reciprocal current settlements in a way that 
the minimum use of gold or transferable currency is required , But as 
will be seen later this definition is not comprehensive enough to explain 
the widespread application of the instrument in the ued export pro 
gramme of the underdeveloped countnes under long term credit contracts 
or the channelling of non commercial payments through the agreement 
account Bilaternl Payments Agreements may suitably be taken to re 
jiresent the setllemant of any type of payments agreed upon by the con 
tracting parties 

A bilateral relation in payments can be attained by means of the 
operation of a non resident account that is not convertible in relation to 
third party transactions The account often consists of the export pro 
ceeds of the partner country This obviously amounts to exchange con 
trol in its extreme form 

The diverse nature of the agreements makes difficult any classification 
based on their structural pattern The significant criteria of differentia 
tion in the above context Iiovvever seem to be with reference to the 
flexibihty of the balancing arrangements and the degree to which they 
permit an advance towards free exchange conditions* From this point of 
view bilateral payments agreements may be divided into three "types 
Under settlements of the automatic transferability type balances are 
automatically settled in a multilateral fashion wliile the impact of bilateral 
negotiations is more expressly felt under exchange settlement type of 
agreements with periodic settlement of the accounts in free exchange (gold 
or convertible currencies) Finally the balmcing of the accounts is com 
plete under m offset type of settlement where the Lquidation of the 

’ De Looper John II C Current Usages of Trade and Paynienls Agreements”, 
I '/ F Staff Paper Vol IV August 1853 

Trued M N and Mikcsell 11 F PottAVar BiJaleral Pajments Agreemertts Pnnee* 
Ion New Jeny 1935 pp ©,7 
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balance is effected b> addibonal shipments of^TnA-chancbse items 
The payments agreements are refinements over tjie cleanng accounts in 
their replacing of the incom exuences of the waibng chamber procedure 
b) suing credit faciLties Other aspects including tin, estabhshment of 
bilateral accounts m autlionsed banlvs of eitlier/both of the partners ha\ e 
remamed tlie same The unit of account for recording the tiansicbons 
may be the currency of eitlier of the partners or an acceptable third party 
currency The significance of one currency or other as the unit of account 
depends essenbally upon the settlement provisions Thus tlie real \ alue 
of the credit balance of one of the partners depends upon the pnce and 
quahty of tlie goods traded under an offset ty^e of settlement vvinle under 
an evchange settlement it depends upon die valuation of die unit of 
account in terms of gold or convTtible ciirt^ncies From tlie point of 
convenience the currency of account should have a relahvely wider area 
of acceptabihty abroad and a sufficient d'*gree of conformity with the 
pnce and cost structure within * Tlie unit if not linked to an acceptable 
major currency like doDar or sterling must be defined with reference to its 
official rate of evchange witli a guarantee tovtards any revaluabon of the 
balances 

Tlie account may be located in either or belli of the couutnes witlv a 
centralised (in die central bank only) or decentralised (in the authorised 
commercial banks also) set up It may have a single uniform account 
mg sy’Stem or a mulbple one Mulbple accounts have been employed 
with different objectives In some cases two accounts may be set up for 
singbng out the recording of merdiaodise items from the invisibles Id 
others it may be used to make possible the progressive liquidation of debts 
by earmarking a portion of die total sales proceeds for the purpose 
Finally a mulbple set of accounts may convenientK be hnked up to a 
mulbple list of goods appended to a trade agreement with definite swing 
limits and total trade value for each of die accounts so as to attorn a 
desired trade pattern 

Payments agreements may be comprehensive enough to mclude any tyTie 
of payments behieen die partners or payments on account of merchandise 
items only 

Credit facihties of such agreements include short term swang credits wath 
the objecbve of a smooth funchoning of the trade programme and Ion" 
tenn technical and commercial aids — often to be rapid tiirough die same 
account Swing limits are rendered superfluous once the account is open 
so as to include both commeraal and non commercial payments Finally, 
payments agreements are by nature complementary to the trade prova 
sions sbpulafed in the agreement and in some cases take die form of 
protocols to die onginal agreement 

Tlie imphcabons of die payments agreements can be fully realised only 
with a proper altenbon to die set of events agamst which they are applied 
To he bnef three important aspects of the payments agreements remain 

’ tlnif p 17 for an account of the status of rouble as a currency of unit 
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to be noted First, the financial aspect that highlights the fact that 
these provisions provide a general means of financing without the use of 
convertible currencies m a world of severe payments difficulties 
Next, from an economic aspect these agreements provide an economic 
use of the payments mechanism as eiqihat in the following considera 
tions 

(i) possibility of stepping up trade dirough favourable payments facih 
ties and increased market contacts 

(ii) superior bargaining strength and hence better terms of trade 

(ill) stability of the market — ^bolh for the underdeveloped countries and 
the non capitalist countries 

(lo) possibility of continuing trade widi a debtor position while enjoying 
the benefits from long term credit and short term swing credit under 
rhe agreement 

Finally, the legal aspect of these agreements is completely sanctioned 
so far the international agencies hke the GATT or IMF arc concerned 
Unlike a regional organisation hke the EPU which ruled out any 
bilateral undertaking these organisations are mainly concerned with 
the stabihty of the exchange rate and the abolihon of discriminatory com 
mercial policies The bilateral transactions are rather sanctified m terms 
of the numerous escape clauses of these documents * 

The use and imphcation of the bilateral payments agreements are best 
revealed in the evolution of the practice from the thirties down to the 
1980 s Bilaterahsm as an effective tool of commercial policy was first 
used as a counterweight apphed to the mounting problem of a payments 
crisis faced by Germany in the absence of adequate liquid reserves 
Coupled with the former was t desire on the part of Germany to gain 
commercial advantages in the desperate competition for the depression 
shrunk markets Under the blocking of currencies the creditor nations also 
were compelled to arrange for some form of compensation or clearing 
agreements and thereby dtsenminate in favour of Germany The incon 
venienees of the waiting chambcT piocedure under the cleanng agree 
ments prepared the pace in the postwar penod for an introduction of 
payments agreements with swing credit provisions and the inconvertibility 
of non resident balances With the establishment of the Sterling Trans 
ferable Account area in 1947 the principle of non resident inconvertibibty 
was conveniently followed while bilateralism was never disallowed in 
practice With the decline in the international status of sterling the 
logical development was the establishment of a regional multilateral 
mechanism hke the EPU for the OEEC countries and trade in the soft 
currency areas continued to be partially settled through bilateral channels 
The underlying motive of bilateralism in diese days was apart from 
the economising of hard currency reserves the desire to maximise the gams 

* Onginal provisions of the GA T T and I 
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from trade in terms of the scarce matenaL on the one hand and long term 
credits \%ath a “tied export programme on the other The gradual 
streiigtlieiwng of the reserve portions of tho Eiiropein countries made it 
possible in D'»cember 19aS for a move towards comertibilit> of non 
resident currency holdings on the part of the mijonty of EPU members 
But for the Bilateral \ccount area currencies were normall) transferable 
between one another* Tlie significance of the new move was quite 
important for the discriminatory policies like payments agreements — so 
far their financial aspect was concerned However the economic signi 
ficance of these measures remainMl unaffected and hence gained all the 
more importance as a result of this step 

Bilateral Pajanents Agreements are recent additions to the toolbox of 
commeraal policy of the lndi'*n policvanakers WliiI® trade agreements 
were m practice since tlie early years of independence payanents agree 
ments were not concluded before 19>3 and widespread use of the practice 
began only since 1935 56* Bditerahsm as an mstmment for achievmg 
the target of Indian commercial policv viz the maximisatiop of export 
earnings while reducing the non-essenliil uni>orts to a mimmum is quite 
consistent wath tiie other instniments like quota licensing exchange 
control and export promotion in general 

To take a typical payments agreemenl as concluded by India watli 
otlaer counlnes the control over exchange transactions between tlie two 
countries is usually estiblished by means of a bilateral control over tlie 
bank accounts of the partner countries vvalli the Reserve Bank of India 
ard/or other banks Tlie svvang credit facilities where allowed are 
generally reciprocal 

Tlie principal features of Indi i s payments agreements together wath 
their significance can be analysed from summary table m the foUowang 
pages 


^ I \t F Annual Report on Esc! ange Resfncfioiw Wo9 
The Indo-Pak Agreements on Pajmenls of 1943 and 1951 do not conform to the 
cbssiBcahon of B lateral Pa>‘ments Agreements accepted for the purpose of study in the 
present paper Thus neither an account (loaded in either of the countnes) had been 
presenbed nor transferabiliW bad been assumed to be autotnatic These were rather 
variants of regional finanaal arrangeroents 
29 
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The ibove talile reveals the following facts 

The most remirkablo feature of these agreements is the widespread use 
of the rupee as the unit for accounting purposes While the earlier phase 
was marked by the use of sterling ns an alternative US'* of the rupee was 
the gunenl practice in tl e later ye ire and sincL January 1959 the contract 
ing parties had imposed non transferability upon rupee balances 
The clnng^s noted above also coincided (and in a sense reflected) with 
important changes m the nature of the agreements While the earlier 
years were marked by exchange settlement or even an automatic transfer 
ability clause of the payments provisions subsequent renewals extensions 
or fresh negotiations changed the settlement provisions Inconvertibility 
was imposed upon rupee balances (otherwise convertible into sterling) so 
as to make room for an offset selll m'^nt specially since January 1959 
Tlie changeover to a new tedimqne as note<l above can be explained by 
the following three factors 

(i) There was th- urgent necessity to step up Indias exports during the 
development period , 

(tl) There was the need for reshaping Indias trade structure both 
regarding composition and direction The well known limitations 
faced by an underdeveloped country with traditional exports 
directed to the traditional partners m the metropolitan areas 
largely explained the above * 

(ill) Convertible rupee balances had a changed significance so far Trans 
ferable Account Sterling had already acq iired an international 
status and the eventual convertibility in December 1958 removed 
any sort of distinction between the degree of convertibil ty among 
different currenaes On the other hand Indias sterling reserve 
with the United Kingdom was already quite exhausted and the 
policy makers felt it imperative to make the minimum use of the 
rupee sterling dollar link Any tyjie of economic transactions in 
volvmg barter or other type of agreements were welcomed 

The only relaxations allowed in the otherwise ngid balancing provision 
can be noted m the following cases First there was the comprehensive 
ness of the a^eement accounts and the resulting flexibility in the 
balancing of the trade items under the open account With the financing 
of longterm credits balancing of trade could be projected over a longer 
time span — provided the agreements did not terminate 

Next the accounts were kept open both as regards contents and 
transferabilities in the case of Czechoslovakia While reducing to the 
mmimum the inconveniences on account of a creditor status the provi 
sion of such transfers to other rupee accounts held by third parties also in 
creased the hope for a future use of rupee with an international status or at 
least with a regional status 

Patel S J Export Prospects end Economic Groteth C J Sept 1959 
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Tliird, some amount of fleTibiJity had been mcorporatcd in the agree- 
ments wnth non Soviet bloc piitners, \'iz. Afghanistan, Egypt, Burma, 
Pakistan and YugoslaMa Tlie provision for a partial settlement of the 
bilateral accounts with these countries with free exchange was nothing 
but a concession allowed for accommodating wathm the framework of the 
agreements the pretlninin ince of free mirkcts rather tlian State Trading 
Agencies in these economies Further, tlie agreements alloived for 
(he different changes m tlie foreign exchange regulations of the contract- 
ing parties Thus the abnipl and rather drastic changes m the foreign 
exchange regulations of Egypt were reflected m the changeover from 
Egyptian jiound accounts to nipee accounts in March 1957, from nipeo 
accounts to EP. accounts m March 1958, and finally, back to rupee 
accounts again m August 1959 Similarly the lack of a properly instituted 
exchange control s>stem between the two countries was reflected in the 
provisions of the 1948 (July) Indo Pak Payments Agreement. 

Finally, the latitude allowed to the uUimite authority of ‘mutual 
decisions” m balancing provisions reduced to a remarkable degree the 
ngiditj of the s>stem 

One should also note the increasing trend towards the utilisa- 
tion of multiple accounting with a multiple number of schedules appended 
to the agreements The purpose was largely explained by the nature of 
the agreements Thus the balancing provision of one or other of the 
accounts under partial' olTsct settlements made room for the promotion 
of India s non tnditional expoils (Burma) or the vital export items 
(Egvpl)— -while complete offset settlements-^ften under barter agree- 
ments— arranged for the promotion of exports m general in exchange of 
capital goods 

The agreements were also marked by the alisence of two important 
common features of such a stniclure Tliev usually contained no catego- 
ncal statement regarding the rate df v aluatcon of the currency of account 
or of (he outstanding balances Moreover m the mijonty of cases swing 
prov isions were absent While the dose relation between the rupee and 
sterling explains the first the second plieiiomcnon is largely explained by 
the comprehensiveness of the accounts Tims in the case of agreements 
With Egypt (before March 1960), Pakistan and Burma, tho accounts 
roifjf'xJ rwJ/ the joofj’riiaudASP iteias and Jberire defijaiif* hjmis v-pje 

presenbed 

As regards the parliailar currency area to which the agreement part- 
ners belong. India had concluded coniplele or partial bilateral offset agree- 
ments wath all the countries of the ‘ Bilateral Account Area '* and also vvitli 
a number of other countries in the Soviet bloc and outside So far the 
Sov let bloc w w concerned the nipce as (he unit of account had an acldi 
tional significance since (he currencies of these countries were not transfer- 
able even wafhin the bloc and any balance was most unstable in value so 

* Afghanetm, Enit Corimny, Poland, USSR and UAR (Egyptian region) Sec 
IMF , op of , p 156 
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far such real value was generally measured in terms of changing internal 
costs and prices under offset type of settlements The rest of the countnes 
were largely traditional trade partners of India with important export items 
like cotton (Egypt) jute (Pakistan) or nee (Burma) In the case of Egypt, 
houcier the export account procedure necessitated a somewhat 
different technique ' 

Finally payments agreements provide an excellent framework for the 
financing of the long term tied credits India is getting from the Soviet 
bloc under a projected export programme Despite the limitations such 
a plan may face in the event of a favourable free market the highly desir 
able prospect of a stable source of earning for India must be appreciated ” 


• This paper was'read I efore flie Beseardi Students Seminar of the Department of 
Economics Calcutta Univers fy in September 19o9 One may refer to the following 
art cle by the <;ame author for a more complete account of the problem Rationale ot 
Ind as Bilateral Pavments Agreements” Arthamli Vol V No 1 January 1962 
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Foreign Exchange Dif/ieulties 0/ a Developing Country'^ 


I 

The oNVi accepted symptom of economic development m a country is its 
increase in the rite at prodiictivily of goods and services In other words, 
whenever tlic rite of production of national output is rising compared 
with i base period it may be sud tliat the country is eKperiencing 
economic growth Tliii development can t.d:c place lu a developed 
economy as also in an underdeveloped economy 

When economic e’tpansion takes phee in an underdeveloped economy, 
le. the economy m which more than 50 per cent of the population is 
emplojed in primary production,* the country m question faces certain 
repercussions in its foreign etchange position We propose to study the 
factors which lead to the foreign eschange difficulties of a developing 
‘underdeveloped countries and shill suggest remedies for their solution 

II 

It IS necessary at first to examine the mam churactenstics of an under- 
developed country in order to ascertain the probable foreign exchange 
difficulties that it may have to encounter in a period of economic growth 

First of all a large percent igs of population sometimes more than 
70 per cent of the tot il population is engaged m pnmary produang indus- 
tries Secondly, the technologieal means for production are out moded 
and hence, per capita productivity is very low. Low per capita produc- 
tion, in turn, leads to low per cipili income and consequently, to low 
saving 

Low savings on the other lund, lead to reduced supply of capital for 
the impro,'ement m the level of technology in agriculture as well as for 
the development of industnes 

Again, ,is large proportion of population that are employed in agnculture 
use low level ot technology there must exist disguised unemployment 
which IS reflected in low level of productivity 

Fourthly, underdeveloped countnes will mainly export raw materials 
and agncultural products and will import manufactured commodities, both 
luxunes and necessities 

* Thib paper was re ul before the Research Seminar of the Department of Economics, 
Cjlciitti Univeriity dtul piihLshed in the Imlittn Jourml af Ecutzomics, July I960 

* DeBiution of Kingsley Davis 
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Now, the primary objective of a developing underdeveloped country* 
will be to enhance the productiveness of its factors of production This 
can be accomphshed by a struciural cdiangc in the input mix of the out 
puts For example, a 70 30 ratio of liboui and capital in agriculture is 
to be changed to say, 35 65 for the sake of economic development This 
obviously means tliat the projMition of capital relative to that of labour is 
to be increased m the input mix in the initial stages of development 
Therefore when there is a shortage of capita! in the underdeveloped coun 
tries It will have to be imported from the developed counterparts 

It may be appropriate here to digress m order to refer to the popular 
misconception that economic expansion can take phee in an underdeve 
loped economy by expanding labour intensive industries alone Probably, 
Nurkse and \iner are mainly responsible for this 

Labour intensive industries may be defined as those industries where 
more labour is used in relation to other inputs for the production of a 
commodity As capital is scarce m underdeveloped countnes labour 
intensive industries will mainly use labour and raw materials But tho 
best use of taw materials can be made by improvement in the technology 
of production which in turn depenus essentially on capital deepening ' 
For instance, more efficient manner of use of imported raw materials due 
to cipital intensive innovations Ins enabled the United States and the 
United Kingdom to reduce the ratio of imported raw materials to total 
output * Thus the output per unit of raw materials will bo lower in the 
labour intensive industries than m capita! intciuivc industries assum 
mg capital to be a perfect substitute for labour in the input mix As 
the supply of law maternl is scarce m a given penod the extensive use 
of raw materials in the labour intensive mdustnes will reduce the availa 
bility of them for capital intensive industries in an underdeveloped conn 
try This shortage may push up the prices of row materials and hence 
capital intensive firms or iiMhistnes may have to work below capacity 
which goes against their productivity or even if their level of activity 
might remain unchanged it would have to be borne at a higher cost 
Therefore the productivity of manufactured articles which arc mainly the 
product of capital intensive industries is likely to remain at a low level 
Tins will turn the terms of trade -igainst laliour intensive mdustnes and 
in favour of capital intensive mdustnes and thus the earning of labour is 
likely to be reduced in real ferins Moreover increasing labour per umt 
of capital and lasv maternl wiU lower tlie yield of labour On the other 
hand the deepening of capital in an industry increases per capita produc 
tivity of labour Therefore the growth of labour intensive industries 
alone may not raise the productivity of labour to such an extent as to pro 
vide sufficient savings for the expansion ol even existing industries 



Import Trale since J923 
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TJjere is another point which the protigonists of labour intensive indus- 
tries often fail to nobce Hie real libour intensive induslnes "vre tlic 
terbary mdustnes wluch arc cssenbvUy tlie product of high income level 
A pninarj producing or secondary industry can be cipital intensive as well 
as labour lUtensiv e In other words labour and capitil can be used as 
subsbtutes m most of tlie industries But vvhen an industry is made 
hbour mtensive tlie per capita productivaty of labour is lowered and 
hence, economic growth is retarded This is because, if we have labour- 
intensive metliods of production the increased mcome shall mostly be dis 
tributed amongst tlie secbon of p'ople wfio do not save at all and this 
wall lead to a fall in tlie rate of savang - And if tlie rate of economic growth 
is dependent on the rate of savang a declining rate of savang wall generate 
a declining rate of grow ih of national uicome Hence deepening of capital 
IS essenbal for anj developing ecoiiomj Tlierefore it miy not be wrong 
if we assume lliat there vvall be a gradual increise in the ratio of capital to 
libour in Uie input mu of a developing econoni) 

We may now return to our mam topic and esaniJne the trends of foreign 
trade of a dev eloping economy It is essential for a dev eloping economy 
to raise the technological level is well as to chvnge the input mu of tlie 
output in such i v\ay that the rale of growth of swing should be higher 
tlian the rite of growth of consumption so that the proportion of capital 
to n tional income shall mcrevse at the initial stage Tins wall require a 
large volume of import of capital from developed countries at evrly stages 
of development Marginal propensity to import again is hhely to be 
high in such an economy for two reasons (i) imports of capital goods wall 
increase because of the structunl change itid (ii) increased incomes wall 
raise the consumer eYtienditures on imports as domestic supply of com 
tnodihes may be inadequate m the eirlv stages of development 
Tlie marginal propensity to import of the developed countries on tlie 
other band as regards the products of the primary producing countries is 
hhely to be lovv for the following reasons 

(j) technological innovations have lowered the ratio of imported raw 
maten Js to the manufactured articles 
(ii) Tile demand for certain primary products such as food is melasDc 

Hius it IS very hhely that a developing economy wall face foreign e\ 
change difficulties at the initial stages of development Again dunng tlie 
phase of economic growtli the demand for cvportable pnmary products 
wall ns“ in tlie home market and so flie lirtal volume of exports vvall decline 
Greater the rat" of economic growth that shall be attempted to acliieve 
higher wall be tlie rate of utilisation of those primary products at home 
resulting m still greater pressure m the balance of pa\anents position 
We shall further elaborate the problems relating to the exports and 
imports of an underdeveloped countries m tlio next section and thus, wall 

’ \\ trtliur T/ c Thconj of Economic Crou.lh 
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make an attempt to generalise the causes of foreign exchange difGculties * 

HI 

Shortage in economics means that quantity demanded of a commodity 
exceeds the quantity supplied at a given price If tlie mechanism of 
price system is given full scope to function there wll always be equih 
bnum in the long run as whenever quantity demanded is greater than the 
quantity supplied tlie price will nse and a new equilibrium point will be 
reached On the other hand, there will always be a shortage of a com 
modity whenever the price is held below what the marginal buyen are 
willing to pay for it Foreign exchange shortage m accordance with 
tlie above analysis, m ly be described as a situation where foreign curren 
cies demanded by the home country exceeds the foreign currencies sup 
plied at a given exchange price of home currency for foreign currencies or 
currency In other words shortage of foreign exchange means that ex 
change value of home currency is higher tlian what it would have been 
if freely fluctuating exchange rate were the order of the day Therefore, 
It IS a product of a distorted foreign exchange market mechanism wliere 
by the exchange rates of home currency for other currencies are kept 
stable at a higher level 

The extent of foreign exchange shortage of any particular country is not 
adequately reflected m her balance of payments deficit with the foreign 
countries as some of the debit items of it are covered by th© foreign loans 
and grants military expenditures by the foreign countnes in the home 
country, economic aids or as they (debit items) are artificially kept low by 
discriminatory restrictions imposed by the former over the products of the 
latter The foreign exchange diffiailties may be desenbed as soKed only 
when there is an easy balance of payments withm a particular penod of 
time, between the home country and the rest of the world along with the 
preservation of a reasonably high level of trade, without necessitating 
restrictions on imports or exports 

Tliere is an obvious short coming in the above analysis It is assumed 
that the shortage is due to defect in pricing of home currency m terms of 
foreign currencies It may indeed be true that to a certain extent foreign 
exchange difiicuUies are due to the overvaluation of home cairrency in 
terms of the other currencies But thu is not the complete picture 
Tlie persistent tendency of the balance of payments surplus of certain 
countnes for example the Umted States between 1919 58 in spite of aff 
kind s of efforts by the home country or a group of countnes to improve her 
(their) balance of payments position may naturally induce one to believe 
that there may be some other factors besides the defect of the pnang 
which are responsible for the foreign exchange difficulties of a country 
So if we agree that the shortage m foreign currencies is the result of 

* Amlysi of sett on 11 is influenced by Henry Bnitton s article ent tied Growth 
Jitodeib and Under tievefopej Economies /oornal of lol (teal Econciny Atigmt 1055 
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some mhereot (lisequiliUm between the e«)noiTi!c stnjctiire of the Jjome 
country and tint of the rest of tlie \\orld then some meisures other tlnn 
the alternations in the exchange value of the home airrenc> will be re 
qiijred to eliminate the so called shortage 
The foreign exchange chfRciiltiea of ati underclex eloped country may be 
the outcome of \atious factors and they may be conveniently tabulated as 
follows 

(fl) A higher rate of productixity in the developed countries as com 
pared with that of the underdex eloped country 

(b) diff'-renccs in the tlasljciii'^ of demand for and the supply of pro 
ducts b tween the underdoxt loped country and the rest of the deaelop 
ed ax orld 

(c) higher rate of sax mg in the dex eloped countries relative to the under 
dea eloped country 

(ff) the emulation by the aindcrdevclopcd countries of the standard of 
living of the de\e!op*d countries makes them spend beyond their means 
find thus making the shortage of foreign exchange a chronic economic 
phenomenan 

(c) the desire on tlie part of tlie underdexclopecl countries for economic 
growth may result na the difUcullics regarding foreign exchange 

It IS said that technological improaoniont takes place at a fistor pace 
m a dea eloped countries (D) than m an underdca eloped country (C/) This 
means tint there will be a constant rise m the prodnclivity of D wlaen com 
pared with that of U Higher late of productnity according to some 
economists may stand for two tl mgs 

(0 Cheaper price of the prfxluct of D in comparison with that of U 
(ii) If the money incomes do not rise part passjt \aith the rise in pro 
ductixity the relative pnee differences between D and U will be great 
and ultimately the latter will have to face balance of payments diffiail 
hes and this situation may be perpetual 

Tiie price of a commoality is likely to be cheaper after the advantages of 
teeJinoJogieal improiemcnts bate taken place than before tJie discoxery’ of 
such economics Dr Balogb* thinks that the price of an internationally 
traded commodity is detcrmmetl by absolute costs and not by comparative 
costs as conceived by most of the economists Comparative costs are nn 
knowaa to entrepreneurs and governments conducting trade They act 
(in the absence of direct controls) on the basis of money prices and ex 
change rates ’ 

If Dr Baloghs assertions are correct cost reducing technical innova 
tions m D will increase her exports to the rest of the world provided tlie 

' Bvlogh Dofirtr Sf orlage 
lb t 
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exchange rate does not alter The nse m the national income of D due to 
increased exports may increase her imports pronded her imports are m 
come elastic and/or the production for her exports requires quite a large 
amount of imported raw materials But as a matter of fact D s demand 
for imports is more or less inelastic because she mainly imports primary 
products and secondly import content of exports is gradually dedimng 
due to modem innoxations (The instance of the United States may be a 
representative one for D t>pe of countries ) Therefore a rise in her ex 
ports wall lead to an increase in the deficit of the balance of pa>TOent posi 
tion of [/ 

There is no reason to thinl. that Dr Baloghs assertions are absolutely 
correct As a counter argument we may point out that although the 
United States textile industry is highly mechanised still the government 
has to impose high tariffs to protect that industry from the Bntish com 
petition 

Moreover the very continuation of trade between tradibonally ad 
xanoed country with low labour input per output and moderately 
advanced country with high labour co^ of production proves that the 
theory of comparatw o costs need not be rejected altogether 

Furthermore it is not correct to maintain that Ds production m all 
spheres and at all tunes will increase much faster than that of U 
For example production of raw materials has increased faster in the rest 
of the world than m the United States whereas the ratio of increase of 
agricultural product to the increase m population is almost the same in 
both Manufacturers increased three and half per cent in the United 
States and two and half per cent per annum m the rest of the world 
during 1918-50 Othervxise the opposite was the rule * It is although 
true that productivity per man hour has increased at a faster pace m tlie 
United States than in the rest of the world but it is mamlj due to the 
fact that the production of the former is capital intensive and that of the 
latter is labour intensive So it is very likely that production per unit of 
capital employed has increased at a higher rate m the rest of the world 
than in the United States 

fherefore differences in productivity between the United Slates and 
the rest of the world ate not such as to make all Amencan products rela 
tively cheaper than that of the latter and the former can still profitably 
import certain commodities from the less efficient countnes because of 
tlwr comp^ratvse -vdsawtage «v the prodwetwyn of them From this we 
may corclude that foreign exchange difficulties of an underdeveloped 
country are not likely to be the result of differences m productivity alone 

There is no natural corollary from this that country U should specialise 
in the production of those commodities m which si e enjoys comparative 
advantage or her economic expansion should fake place in the form of 
further development of primary produang industries in order to solve her 
foreign exchange difficulties But such a policy on the other hand may 

’ McDougall A Lecture on the Dollar Problem" Economica 1954 
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enhance her foreign eidiange shcatage 
^^’e ha\e already shou-n that the demand5 for pnmuj products of D are 
less sensitive to a fall in pnce due to increased production m the primary- 
producing industnes Hence the eicpansion of primary' producing mdus- 
tnes wdl not improve the foreign exchange posib'bn of 17, but, on the con- 
Irarj, the adverse movement m tlie tenas of trade between V and D will 
worsen the forei^ exchange position of the former Moreover, the 
improvement m technology has lowered the need for imported raw mate- 
nals in D Under such csrcumslances, expansion of pnmary production 
may not ipso fccto improve the foreign exchange position of t7. 

So far we have assumed that a nse in productivity is accompanied by a 
proportional nse in the money incomes of the factors of production Now, 
we shall assume that the nse in money incomes is less than that in pioduc- 
tinl} Obviously the pnce of the commodities wall be reduced where 
the improvements in productivity have taken place The improvement m 
productivity may have taken place umfonnly m all industries which m 
dude export biased as well as "import biased"” industnes On the 
other hand the said improv ement may take place only in the ' expoit- 
hiised or the “import biased ’ industries The repercussions on the 
balance of payments will be different, when the said improvements take 
place umfonnly in all mdustnes, from that taking place only m "export- 
biased or import biased" mdustnes 
When the improvement in productivity takes place uniformly in all 
mdustnes the pnees of the products of both "export biased' and import- 
biased mdustnes will fall Total volume of exports to the foreign coun 
tries will nse and that of imports to the home country' will fall provided, 
according to the wellfcnovvn Lemer condition, the sum of elastiaties of 
demand for exports and imports is greater than unity and the supply is, 
more or less elashc So uniform development will be anti trade 
biased “ for an underdeveloped country as well as for a developed coun 
try provided the increase in productivity is not greatly dependent on the 
import of foreign raw mitenals or machinery Thus there will be improve 
ment m die balance of payinents position of the country whether it is 
developed or underdeveloped 

Agim when the improvement in productivity takes place only in "import 
biased" industnes there will be a tendency for a decime m the volume of 
imports Tins will also lead to in improvement m the balance of pay' 
ments position both for the developed or underdeveloped countries 
On the other hand when the improvement takes place only in the 
"export bused ' industnes, the consumers of the dev eloped country will 
enjoy certain benefits of improvement Here any improvement in the 
balance of payinents position of the underdeveloped country will take 
place only when the demand for its exportable goods is highly' elastic and 
that IS virtually impossible for the undeidev eloped country In the case 

” Hjcks J "Ad Inaugural Lertaxe", Ojfpfd Eowtojc Paaw INei 1953 

'* Joimson, 11 G, Iniefnattonal Trade and Eronomic Crotrth, pp 65-139 
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of a developed country the ezpannon of export biased industry will 
benefit the underdeveloped country because of the decline m pnces and 
so the balance of payments position of flie latter ^vlll improve 
Now We can apply this principle more elaborately to the trends of trade 
between an underdeveloped country (U) and the developed world (D) 
m order to ascertain the balance of payments position of the latter 
U s demand for D s products will be very large even at high prices be 
cause the former needed the latter s capital goods to build up an mdustnal 
base for economic development and also because of the large demand for 
durable consumer goods from the latter that could not be manufactured in 
the former Hence the demand for D s products is highly price inelastic 
m U On the other hand income elasticity of demand for D s goods is 
greater than one as U has a large marginal propensity to import with res- 
pect to income Thus the nse in prices of the goods of D does not lead to 
a proportional dechne in the demand for them as s demand for its pro 
ducts IS inelasbc to b ^ pnces uplo a certain point and also V s demand 
for them rises greatly as its money income rises 
Ds demand for import from 17 is absolutely inelastic as regards the pro 
ducts which the former or any other countries say X V and Z cannot 
produce But such a situation is a ranty In ai^aLty Ds demand for 
imports from U is more or less elastic at high pnces because they can 
produce the subst tutes themselves or import from other countries where 
the pnces are low Again they can economise the use of imports on 
account of external economies On the other side of the picture die 
elasticities of demand for most of the pnmary commodities are less than 
unity at low pnces because higher incomes which are efiuivalent to low 
foreign pnces do not induce the people to consume more staple food 
stuffs and similar commodities In a nutshell D has a kink shaped 
demand curve for imports from U 

But in the case of raw maten^ which are the basic inputs of the manu 
factured output D s demand for imported raw matemls may be income 
elastic But even in this case the volume of demand for imports from U 
IS likely to fall gradually on account of technical innovations which reduce 
the ratio of raw mafenal to the manufactured articles 
It IS well knoivn that the developed countnes usually sell their pro 
ducts in the developed world In other words the bulk of the manufac 
tured products of the manufacturing countnes is consumed by themselves 
Thus the elasticity of supply of exports of D is likely to be elastic But 
an underdeveloped country has no internal market for its exports until it 
reaches a certain level of development Again each underdeveloped 
country is somewhat dependent for its exports on particular developed 
country or countnes And that is why IT’s elasticity of supply of ex 
ports may be inelasbc to a certain degree 
Thus we may conclude from the above analysis that the elasbcities 
of demand for imports as well as supply of exports of D and U 
are such that under present arcuinstances the latter svjU suffer from 
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chrome shortage of foreign exchange 
It may be added here that there is hardly any correlabon between 
American imports and the dollar defiat of the rest of the world that existed 
tdl 1958 Statistical data of the period 1919 54 show that the balance of 
payments deficit of the non dollar countries is mdependent of the fiuc- 
tiutions m the Amencan imports Sunil irly, the foreign exchange diffi- 

culties of a de% eloping economj are the outcome of the pecuhanties of 
its demand for the products of a de\ eloped economy and not the other 
way round 

Again tile propensity to sa\e is considerably high in the de\eloped 
countries This is because their national mcomes are very high and so 
their margmal propensity to consume is low and hence, the margmal pro- 
pensity to sa\ e IS high But this expansion of sasang is not accompamed 
b} corresponding enlargement of their investments m underdeveloped 
countries In other words, the surplus m their balance of trade is never 
counterbalanced by a defiat m tlie balance of lending This wall tend to 
lead to a shortage of foreign currencies for the underdeveloped countnes 
whose imports from the developed countnes exceed the exports 

Some comments may be made regarding the economic structure of the 
developed countnes Tlie argument here will be a continuation of the argu- 
ments of the above paragraph The high rate of saving in the developed 
countnes may ev entually lead to a depression as investment opportunities 
there may not be sufficient to absorb all savings If saving exceeds invest 
ment m those countnes for a long tune, depression is likely to start agam 
throughout tlie world and will lead to a further shortage of foreign ex- 
change for tlie underdeveloped countnes 
This apprehension may be theoretically justified, but it does not corres- 
pond with facts The prediction of many economists that Second World 
\Var would be followed by a world wide depression had not come true 
Tlie present trends of production in the developed world are such that 
depression may not take place in the near future Thus the high rate of 
saving of the developed world may not be quite disastrous for Ae under- 
dev eloped world just at present as suggested earher 

IV 

Various remedies have been suggested to solve the foreign exchange 
difficulties of the underdev eloped countnes and the> may be broadly 
grouped into tlie following categones 

(i) Produebon measures, 

(i») Capital movement, 

(iii) Monetaiy and fiscal pohaes 
(lo) Foreign exchange pohaes, 

(o) Trade pohey 
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(i) Production Measures We have already obsened that ‘export 
biased production is not liVely to help a developing economy to imrumise 
Its foreign exchange difEcuIties as die demand for primary products of the 
developed countries is, more or less, inelasbc 

Mow , e^ en it we assume that there is great competition among the 
primary producing countries for the sale of their products, and that there 
IS high pnce elasticity of demand in the developed countries for the pri- 
mary products, the expansion of ‘export biased mdustries is not hkely to 
be helpful for a developing economy because of the probable existence 
of inflationary piessure m the home market Besides, will not a general 
nse in the volume of exports, when the supply of imported consumer 
goods and exportable grods for liome consumption are low, because of 
added emphasis for the development of capital goods industries, preci- 
pitate inflation? Inflation might, on the other hand, reduce the volume 
of exports as the pnce of the exportable goods might become less com 
pebtive in the international market Further, a nse in the pnce of ex 
portable goods maj induce tlie entrepreneurs to turn to the home market 
for their disposal and not bother about export Thus, any inflabonary 
pressure caused may adversely affect export* m two ways foreign buyers 
may not purchase the products of the developing economy because of their 
hi^ pnees and producers of that economy may not be inclined to sell in 
foreign markets because of low international pnees Under such 
circumstances, it is not desirable that an underdeveloped country should 
expand its “export biased ' mdustnes paiticularly those industries which 
produce pnmary products This does not mean that exports should al 
together be stopped, it means that the surplus, left over after home con- 
sumpbon, over and above that of the tradibonal commodities should be 
exported 

An underdeveloped country would develop “import biased mdustnes 
Now “import bias^ ’ mdustnes for a developing economy will mean pn 
manly manufactunng mdustnes This will require foreitrn technical 
know how and capital goods and as such it is hkely to increase the 
foreign exchange shortage at llie mitial stage But the development of 
■ import biased mdustnes m an underdeveloped country may solve the 
foreign exchange difficulties in the long run Furthermore the develop 
ment of certain import biased" mdustnes may attain such scales of pro- 
duction that the developing economy may eventually begm to export the 
products of those mdustnes and thereby reduce the gap in the balance 
of payments position 

{itf^Captfal Movement The ideal way to solve the foreign exchange 
shortaM of an underdeveloped country is to finance the shortage by way 
of borrowng from the foreign countries This can be done by the move- 
ment of ^ital from the developed to the underdeveloped countnes 
Some kind of compensatory financmg on the part of developed countries 
can be continued until the deficit is eliminated, and the underdeveloped 
countnes carNj^stand on their own feet If the financing is available for 
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high le%el of consumption onlj, it is required to be a perpetual one So 
the financing aids should be pnnnnly gi\en to enliance the total produc- 
tion of the de\ eloping countnes and m tins waj the shortage of foreign 
exchange may be ehmmated 

The moxement of capital from the developed to the less developed 
countnes is beuehcial not only to the latter but also to the former Oa 
the one hand it wail iiicteavc the volume of investment m the under 
developed countnes and thus enhance its level of employanent as well 
as the national output, on the other hand the volume of exports and 
hence, the nahonal income of the lending country wall also nse 

It may b"* noted that tlie inflow of funds in the lending country in the 
shape of interest payment and tlie repayment of borrowed capital may 
exceed tlie outflow and thus idversely affect the employment level of 
the lending country * Tlie remedy for the problem lies in the cancella 
bon of the trade surplus of the developed countries for few years unfal 
the underdeveloped countnes on eliminate the balmcc of payments 
deficit 

(in) Monetary and Fiscal Policies Monetary and fiscal measures to 
chech the shortage of foreign ciuTenci'>s must be deflationary The mam 
purpose of these measures will be to reduce the purchasing po'ver of the 
people Und“r this poUcy ih“ government wall have to take recourse to 
bank rate policy and open market opentons They wall also have to 
miniims* government spendmgs and public wairks They may also have 
to impose n^vv taxes and prevent investments by refusing to give permis 
siOQ for new industnes ‘^e cumulabve effect wall be a reducbon m the 
effecbve demand of tlie community and so the excess demand for the 
foreign exchange may be reduced 

The adopbon of deflationary measures to solve the foreign exchange 
difficulbes IS the very anti thesis of economic development and thus it is 
not possible and desirable to practise them in a developing economy 

(ji) Foreign Exchange Policies The most popular of all exchange 
policies to adjust discrepancy m the balance of payments is depreciabon 
Many countries after the Second World War have clepreciited th'* value 
of their currencies in terms of dollar 

Depreciabon is supposed to solve the problem of deficit in the balance 
of payments m two wnys 

(0 As it lowers the value of home currency in terms of foreign cur 
rency/ currencies it is likely to increase the volume of exports 
provaded the elasbcity of foreign demand for home goods is above 
unity 

(li) As it raises the v alue of foreign products m terms of home currency, 
the volume of imports is likely to fall assuming the home demand 
for imports is liighly elasbc 

** SaiMt " The Domestic Effects of Capital Ei^rts under the Point Four Pro- 
Smmme , Amen^an Economic EectOK May 1830 
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If the above two conclitJons are fulBlled depreciation will mvanably 
lead to an improvement in the balance of payments position and a proper 
depreciation of currency may be eiqnected to eliminate any shortage of 
foreign exchange of an underdeveloped country 
But as we have shown before that the underdeveloped countrys 
demand for the products of the developed countnes is price inelastic 
to a great extent the raising of the pnee of the latter s products through 
depreciation is not likely to reduce the demand for them to a great ex 
tent On the other hand as the elasticity of the developed worlds {D) 
demand for the underdeveloped countrys (fl) products is not very high 
at low prices the lowering of the pnees of the foreign primary products 
will not lead to a proportional rise in its demand for them Hence 
depreciation is not likely to improve appreciably [7 s foreign exchange 
difficulbes 

Again jf a policy of depreciation is adopted by an underdeveloped 
country during a period of economic growth there is every likehhood that 
domestic pnees will be raised to such an extent as to make it totally in 
effective Tins will be so because the tradv unions enjoy better bargain 
ing power during the p“nod of development tlian m any other penod 
and so will be successful in raising the wages following the nse in the 
cost of living due to depreaation Moreover increased demand fof 
domesbc goods in place of foreign goods may raise tlie price of domestic 
exportable goods to such an extent as to neutralise the reduction m the 
price of them in terms of foreign currencies So when depreciation leads 
to inflationary pressure in the home country balance of payments position 
eatmot be improved except when a currency is overvalued and the depre 
ciating country is an important exporter to the non depreciating country 
The failure of currency depreciation to solve the foreign exchange 
problems has led a group of economists to suggest that appreciation may 
solve the problem ‘ Their arguments are based on the assumption that 
the elasticities of supply and demand are very low Their arguments for 
appreciation may be summonsed as follows When international demand 
IS inelastic the increase in the value of home currency m terms of foreign 
currencies will mean that goods exported by the home currency will earn 
more foreign currencies whereas the price of goods imported will be 
come cheaper in terms of home currency if the value of home currency is 
appreciated Tiierefore the balance of payments position will improve 
no doubt and the shortage of foreign currencies may be eliminated 
The mam delect of the policy eft appreciation as a method ol so'iving fne 
foreign exchange problem is ibal it vviV lead to an increased competition 
in the export markets of the home country Therefore a single under 
developed country can never adopt such a policy of currency management 
m the fear of losing the entire foreign market But if all the under 
developed countnes suffenng from foreign exchange difficulties agree to 

' See Samuelson s Dispanty m Post War Exchange Rates In S E Hams _Ed 
Foreign Exchange Policy for the Un led Sfafet 
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appreciate simultaneously the \’alue of fijeir cmrencies m terms of tbs 
>^ue of tlie currencies of Uie de\eloped countnes m contravenbon \'ith 
the regulabons of the IntemaboDal Monetary Fund appreciabon may 
reduce their shortage of foreign e-schange Buf if ne assume tliat tlie 
dea eloped countnes demand for imported goods at high le\el of pnces is 
elastic the above metliod Mill bo of no aiail Agaui when tlie countnes 
that appreciate their currcnoes export small volume of goods to the 
rle%elop“d coun*nes but imports large volume from the developed areas 
appreciabon wall not much help to reduce tlie shortage of foreign exchange 

(c) Trade Pohaj It is suggested that imposibon of tanffs on the goods 
imported from tli" developed countries and giving subsidies to tlae firms 
vvlio are CTporting goods to them may help to eliminate the foreign ex 
change shortage It is fiirtlver clauned lliat imposibon of high tariffs is 
equivalent to currency dej reoabon 

Tile imposibon of high tanffs wall fail to improve the shortage of foreign 
exchange of an underdeveloped countiy when the demand for goods 
especiallj capital goods produced m Uie developed areas is inelasbc On 
the otlier hand a shift m tlie demand for goods produced b> tlie deve 
loped countnes may increase the demand for domesbc goods includmg 
exportable goods in an underdeveloped country Tins may reduce the 
total foreign exchange earning of the developing economy and so the diffi 
culty wall remain 

Import quotas are described as another meUiod of decreasing the cap m 
tlie foreign exchange of an underdeveloped country By the establish 
ment of import quotas v e shall be able not onlv to restrict the import of 
foreign goods b it also to control llie quantity and the types of them 
Tins IS a type of discnminabon. 

Trade discnminabon can seldom ehminate die foreign exchange deficit 
of an underdeveloped country After aU llie very grovvtli of the country 
depends on tlie availabihty of capital goods from the developed areas 
But the import of consumpbon goods of Uie dev eloping country 
should be reduced as far as possible Still discnrrunahon as an instru 
ment for reducing tlie shortage of foreign excliange will be somewhat m 
effecbve because of tlie import dependent development of the underdeve 
loped countnes 

The best tnde pobcy for a developing economy is to enter info bilateral 
trade agreements with each developed country In tlus way an under 
developed country can ensure its exports to the developed countnes even 
when tlie pnces are higli Besides such arranged exports will help the 
developing economv to repay the borrowed capital as well as the interest 
on such capital in course of bme 


V 

We hav e discussed at len^^ the causes of foreign exchange difficulties of 
a developing economy Further we have suggested that an underdeve 
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loped country should expand pnmanly import biased mdustnes svith a 
view to minimise the gap jn the balance of payments position in the long 
run But in the short-run psnod the be^t policy for it will be to import 
foreign capital for domestic expansion A pertinent question may be 
raised regarding the ratson cTStre of the assumption that the Investors of 
the developed countnes will agree to export capital to the underdeveloped 
countries, particularly when the return of capital is quite high in the 
former The answer may he on reasons which are not wholly economic, 
but mainly political Otherwise, wc cannot explain the present day in- 
flow of capital, lent by foreign governments, in the underdeveloped world 
Besides the economic expansion of an underdeveloped country will un- 
doubtedly maVe it more attractive to foreign inscstors 
We do not know of any magic that can solve the foreign exchange 
problems of an underdeveloped country But economte growth is very 
hkely to reduce the dilTiculties in the long run 
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